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COST OF THE MARSHALL PLAN TO THE UNITED STATES* 


By SEYMOUR E. HARRIS 
Harvard University 


Amounts Involved 


According to the Committee on European Economic Cooperation 
(C.E.E.C.), the Economic Recovery Program (E.R.P.) would cost 
$22.4 billion over the years 1948-51, of which about $3.1 billion 
would be financed by the International Bank or through other 
credit operations. Participating countries, it was estimated, would 
incur a deficit in the balance of payments with the American con- 
tinent of $22.4 billion.1 


In dollars, then, the C.E.E.C. estimates a cost of $22.4 billion. 
It does not follow that the cost will be $19 billion to the United 
States, exclusive of contributions to the Bank. As the President’s 
Committee on Foreign Aid (C.F.A.) has shown, the cost may well 
be less; for the first year the C.F.A. puts the cost at $5.75 billion, 
and for the whole period at $12 billion to $17 billion. President 
Truman, in his message of December 19, 1947, put the cost at $17 
billion. Unavailability of supplies required by the participating 
countries, the transfer of part of the financial burden involved in 
buying goods outside the United States, the transfer to private 
interests, and, in particular, the moderation of the European cap- 
ital expansion program contribute towards the scaling down of the 
financial sacrifices required of this country.2, The European coun- 
tries, on the other hand, are altogether too optimistic concerning 
(1) the availabality of credits from trade with the East and Far 
East to meet deficits with the American Continent, (2) the renais- 
sance in their export trade, and (3) their estimate of the future 
terms of trade. For these reasons, the deficits may be larger than 
anticipated by the C.E.E.C. 


Costs are not adequately expressed in dollars. What Europe 
wants is goods and services; and the dollar drain, expressed in 
increased pressure on commodity markets, should be examined in 


*Editor’s Note: This paper by Professor Harris, the one following by 
Professor Hoover, and the discussions of these papers by Professor Beckhart, 
Mr. Kindleberger and Professor Ratchford, were delivered at the annual 
meeting of the American Finance Association held in Chicago on December 
29, 1947. The general subject of the program was “American Aid to Europe.” 


1Committee on European Economic Corporation, General Report, 1947, 
Vol. I, p. 54. 


2European Recovery and American Aid, A Report by the President’s 
oe on Foreign Aid, Parts One and Two, November, 1947, pp. 8-9, 
-2 to C-9. 











2 THE JOURNAL OF FINANCE 
terms of its contribution to inflation. Should Europe over the years 
1948-51 incur a deficit of $6 billion with the American Continent, 
other than the United States, as the C.E.E.C. suggests,3 then to 
that extent, the inflationary pressures in this country will be re- 
lieved. Dollars used to buy goods abroad will be much less infla- 
tionary than those used to buy goods at home. 


We should also be overoptimistic if we assumed that the problem 
of dollar shortage or dollar famine will be solved by 1951. This 
annoying problem has beclouded the economic horizon ever since 
World War I.4 For 30 years now, this country has been the mag- 
net for the world’s outpourings of gold; and though the inflow has 
been persistent, with total supplies rising from $11 billion in 1914 
to $22 billion in 1947, and though this country on government or 
private account transferred $15 billion on capital account from 
1914 to 1919, and $9 billion in the twenties (offset by an inflow of 
$5 billion in the thirties), the inflow of gold nevertheless has been 
on a colossal scale. 


We can only hope for an easing of the problem by 1951. We 
shall be fortunate indeed if the European adverse balance can be 
cut from an average of $6 billion in 1948 to one of $2 billion in 
1952, and completely eliminated in another five years. That Europe 
is not going to proceed with their capital expansion as proposed in 
the various 2-, 4- and 5-year plans, and as suggested by the 
C.E.E.C., will surely delay the recovery and the expansion of export 
trade. It is not likely, moreover, that the terms of trade will im- 
prove by 12 per cent as the C.E.E.C. guesses. And finally the pres- 
sure on socialist countries to divert gains excessively to improving 
the standard of living rather than to an expansion of export trade 
and a reduction of the deficit will be well-nigh irresistible. In Paris, 
for example, hourly wages in manufacturing had risen by 34% 
times from pre-war to 1946; in the same period, the cost of food 
had risen by 8% times.5 The relative fall in real wages is much 
greater than is thus indicated because the amounts available were 
substantially below pre-war levels, and availability was less in 
many non-food markets. Even by 1951, consumption of food per 
capita will be below that of pre-war ; and the estimates for 1951 are 
based on a capital development which is not going to be realized. 
Among the goals set forth by the C.E.E.C. were the following: 





8Op. cit., p. 54. 


4Some of the issues are discussed in S. E. Harris, “Dollar Scarcity,” 
Economic Journal, June, 1947, passim. 


5League of Nations, Monthly Bulletin of Statistics, March, 1947, pp. 90, 93. 
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(1) A growth of generating capacity for electricity of two-thirds 
over pre-war and of output of 40 per cent above pre-war. 


(2) Refining capacity for crude oil to show a rise of one and one- 
half times over pre-war. 


(3) Increase of crude steel output by 80 per cent above the 1947 
level, and 20 per cent above the 1938 level. 


(4) Expansion of inland transport facilities to carry a 25 per 
cent greater load in 1951 than in 1938.6 


On the whole, the C.E.E.C. has made rather optimistic assump- 
tions concerning recovery in Europe and the terms of trade for 
Europe. Surely a reduction in import prices relative to exports of 
7%, 10, and 12% per cent in 1949, 1950 and 1951, respectively, 
relative to July 1, 1947, is not justified. Since Europe imports more 
than she exports from the United States, the relevant considera- 
tions are not only the terms of trade but also the movement of 
prices in the United States. It is possible that, despite an improve- 
ment in the terms of trade for Europe, the cost of European aid 
would rise because of a large increase in prices of United States 
exports. That what matters especially in the next few years is 
the price of United States exports is evident in the export and im- 
port figures of this country vis-a-vis Europe.? (See Table 1). 


TABLE 1 


FOREIGN TRADE OF THE UNITED STATES WITH EUROPE, 
FIRST THREE QUARTERS, 1947 


(in millions of dollars, estimated) 











Item Amount 
Exports of United States to Europe.......2......0...c.eeeceeeeeeeeeeee $ 4,045 
Imports to United States from Europe...........................-00--+-- 582 





It is quite clear from these figures that, even with substantial 
improvement in the terms of trade for Europe,’ a substantial rise 
of price of United States exports may well greatly increase the 
cost of aid. 





6Op. cit., pp. 15, 48. 

7A Report to the President by the Council of Economic Advisers, The 
Impact of Foreign Aid Upon the Domestic Economy, October 1947, pp. 84-85. 

8The European Recovery Program, Basic Documents and Background 
Information, by Senate Foreign Relations Committee and House Foreign 
Relations Committee, November 10, 1947, p. 191. 
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The data in Tables 2 and 3 support the contention that what mat- 
ters especially is the price level in the United States.9 


TABLE 2 


ESTIMATED BALANCE OF PAYMENTS OF PARTICIPATING 
COUNTRIES AND WESTERN GERMANY, 1948 


(in billions of dollars) 











Other 
Item American Non-Participating 
Continent Countries 
ae ae aCe OES Te —$9.17 —$4.70 
I I LE TO ER, OEE + 2.16 + 4.30 





TABLE 3 


ESTIMATED DEFICIT OF PARTICIPATING COUNTRIES 
AND WESTERN GERMANY, 1948-51 


(in billions of dollars) 











Estimated Deficit 1948 1951 Total, 
1948-51 

I I actinic asdesotintcnonlndccdendoncures $5.64 $2.62 $15.81 
With Rest of American Continent........................ 1.94 91 5.97 





In addition to the dollar and goods outlay, many are worried over 
the budgetary aspects of the problems involved. Government is to 
provide most of the dollars required; and, therefore, the plan raises 
questions of budget-balancing and tax and debt reduction. 


Our task is, then, to discuss the Marshall Plan in its effects upon 
our economy and therefore upon income, prices, supplies, and the 
Treasury’s position. 


Income and the Payments for European Recovery 


In relation to net national income of this country which was 
running at the rate of $210 billion in a recent month, or in relation 
to gross national product of $225 billion, or in relation to the rise 
of national income of $165 billion since 1932, the $4 billion to $6 
billion required annually is not a substantial amount. It is less 
than 3 per cent of this country’s flow of goods and services. Surely, 
we can afford this sacrifice. The cost may be even less insofar as 





%Committee on European Economic Cooperation, General Report, 1947, 
Vol I, pp. 51, 54. 
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the resulting excess of exports comes from unemployed resources. 
In general, of course, the prospects are that the goods will be deliv- 
ered in the midst of a full or over-employed economy. But even 
under present economic conditions, some part comes from sur- 
pluses, and to some extent the failure to export under the Marshall 
Plan would result in unemployment or reduced output—e.g., where 
resources are not easily or quickly transferred to active industries. 
These offsets are not, however, likely to be significant. Should a 
depression develop in this country in the next few years, however, 
then the exports might to a substantial extent come from resources 
that otherwise would have been unemployed. In the absence of 
alternative measures to stimulate the economy, the net effect of 
the additional exports under the Marshall Plan might then be an 
expansion of output in excess of the amounts required under the 
plan. 


Finally, there is one additional factor to be considered in assess- 
ing the sacrifices involved in shipping goods under the Marshall 
Plan. The aid to be rendered should not raise exports, or the export 
surplus, above the 1947 level; and, in fact, there may be a decline 
in these two variables. 


Export surplus and U. S. Government foreign aid in recent 
periods have been as indicated in Table 4. 


“TABLE 4 


EXPORT SURPLUS AND UNITED STATES GOVERNMENT 
AID PER ANNUM 


(in billions of dollars) 











Period Export Surplus U. S. Government Aid 
/ yf, neon $ 5.8 $ 5.9 
1947 (first 3 quarters) .................... 11.3 6.7 





Source: The Impact of Foreign Aid Upon the Domestic Economy, A 
Report to the President by the Council of Economic Advisers, October, 
1947, p. 7. 


The President’s Committee on Foreign Aid estimates American 
aid to Europe in 1947 as indicated in Table 5. 
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TABLE 5 


ESTIMATED AMERICAN AID TO EUROPE, 1947 
(in billions of dollars) 

















Type of Aid Amount 
Annual Rate of Withdrawals on British Loans 
(January-June basis) $ 2.6 
Other European Aid. = 2.0 
Cost of German Occupation...................... 0.5 








Source: European Recovery and American Aid, p. 9. 


It is clear that the $5.7 billion anticipated for 1948 will be little 
more than the amount expended in 1947, and the excess of exports 
will clearly be less than the $13 billion representing the annual 
rate attained in the second quarter of 1947. It is possible, moreover, 
that European aid may be financed in part at the expense of aid 
elsewhere. The average for 1947 for all aid of $6.7 billion (based 
on three quarters) with European aid of $5.7 billion is of signifi- 
cance on this score. (The President’s recommendation of December 
19, 1947 for European aid is $6.8 billion for the 15 months begin- 
ning April 1, 1948, or an average of about $5.5 billion on a yearly 
basis for the first 15 months.) 


In discussing the relation of the costs of the Marshall Plan to 
national income, we should not leave out of account the effects of 
the plan upon foreign economic and political conditions. Should it 
succeed in contributing towards the rebuilding of Europe’s econ- 
omy, then the resulting rise of income should help sustain Amer- 
ican exports and enable Europe ultimately to pay her way in a 
world of high incomes and trade. We still have to speculate on the 
manner of aid. Past experience suggests that Europe will not be 
able to repay with interest a large part of the amounts involved, 
and if Europe were able and willing, the disturbance of the large 
expansion of imports upon American industry might be serious 
indeed. Even the change-over from a country significantly depen- 
dent on an excess of exports to a balancing of exports and imports 
will not be attained without serious economic and political effects. 
In view of the past difficulties of Europe and our reluctance to 
adopt required importing policies, is it not too much to expect that 
Europe will soon be able to pay its way as well as a billion dollars 
annually on interest and capital account? 
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The political aspects are even more important. World War II 
cost this country $350 billion. Another war would cost considerably 
more: not only because the war would not be paid for out of addi- 
tional output as was World War II, but also because warfare is 
going to be much more devastating in the future. We can be certain 
that after the next war, we shall not raise our income from $70 
billion (as in 1939) to $160 billion (at War’s peak) and $205 
billion in 1947. Even in stable prices, our income is up almost 75 
per cent since 1939. Another war should cost us at least twice the 
last war, say $150 billion a year over 5 years; or if it is a knock- 
out war, an optimistic guess would be the loss of half to three- 
quarters of our income over a period of at least 10 years or, say, 
$1,500 billion. It is well to ask whether we should take the prudent 
risk of spending $25 billion over 10 years in order to save $1,000 
billion (say), on the assumption that the stabilization of a demo- 
cratic Europe will contribute substantially to saving us from a 
war.10 


In summary, the cost of the European Recovery Plan is likely to 
be small in relation to our income in prosperity, and to be offset by 
favorable effects of the resulting spending upon our economy in 
depression. The cost is not additional to expenditures in 1946-47, 
but rather is a program to continue payments by Government into 
the next 4 years. Against the economic gains of a prosperous world 
and against the vast costs of a third World War, the amounts 
involved are a prudent investment for a prosperous and peaceful 


world. 
The Plan and Inflation 


Undoubtedly one of the most serious aspects of the plan is its 
contribution to inflation. By August, 1947, the cost of living was 
60 per cent above the 1939 level, and 20 per cent above that of 
June, 1946. With estimates of meat supplies available next year 
running very much below those available this year, and with 
further shortages in grain, inflation threatens to increase gen- 
erally and with special intensity in some food markets. An annual 
withdrawal even of but $4 billion to $5 billion of goods under the 
Marshall Plan may contribute significantly towards inflation, and 
especially since much of the demand is concentrated in areas 
where serious shortages already exist, and where demand is 
intense. Here again, however, we emphasize the fact that the 





_.10The political issues are well put in European Recovery and American 
Aid, Parts One and Two, Section B. 

















8 THE JOURNAL OF FINANCE 


drains are not significantly in excess of those for 1946 and 1947 
and may well be less. The excess of exports is likely to decline 
though the proportion of the excess financed by Government aid 
may well rise. 


How much the Marshall Plan will contribute to inflation depends 
upon the corrective measures taken to deal with this problem. The 
main contribution to inflation comes from a large expenditure on 
consumption ($158 billion annual rate in the first half of 1947) and 
gross private domestic investment ($29.5 billion), not primarily 
from net foreign investment ($10 billion), and certainly not from 
the $5 billion, or one-half of the export surplus associated with the 
Marshall Plan. Against $190 billion of consumption and invest- 
ment demand, the $4 billion to $6 billion required annually under 
the E. R. P. is a relatively unimportant item. 


Inflation is the result of the excess of demand over the supply 
of consumption goods made available at stable prices. With about 
$300 million of liquid assets available as against one-third that 
amount in the pre-war years, with the large pent-up demand, with 
resources going disproportionately into investment, with each 
group trying to charge what the traffic will bear in an overem- 
ployed economy, inflationary pressures are almost irresistible. De- 
spite the unprecedented command over liquid resources, the country 
has witnessed an expansion of bank loans over the last 214 years 
which is not even matched by the growth in the twenties. From 
December, 1944, to June 30, 1947, the rise for commercial insured 
banks was $12 billion, or close to 60 per cent, an unprecedented rate 
of rise, and exceeding that in the seven years, 1922 to 1929. 


The way to deal with the inflationary problem is not to deny 
aid under the E. R. P. but rather to treat the over-all supply and 
demand conditions. With the total demand deposits adjusted and 
currency outstanding up by more than two times since 1939, many 
are reconciled to a corresponding rise in prices. Actually, history 
does not confirm this close relationship of money and prices. Over 
140 years of our history preceding World War II, the supply of 
money rose by 1750 times, income by but 110 times, and prices 
actually fell by 25 per cent. Even granting that the measurement 
of long-run price changes is subject to serious reservations, Amer- 
ican history clearly does not suggest the inevitability of inflation 
with expanding supplies of money; the increases are absorbed in 
rising output and in a propensity to increase cash at an increasing 
rate in relation to income. 
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What is required in the present situation is a reduction of demand 
and an increase of supply. Insofar as possible, demand should be 
deferred from the present inflationary period, and be exercised in 
later periods of deficiency of demand. Maintenance of taxes is a 
“must” for the present. No more of the Republican policy of starv- 
ing the currency in periods of growth (post-Civil War) or cutting 
tax rates in periods of exuberance as in the middle twenties, and 
seeking large cuts in the forties. Nor do we approve the Truman 
tax cut. Any rise in taxes should be accompanied by the delegation 
of authority to the Executive to reduce taxes within limits imposed 
by Congress should business prospects deteriorate. 


Other measures are also required in order to keep demand down. 
First, it is necessary to restrict the expansion of bank credit. A rise 
in reserve requirements, accompanied by measures to prevent a 
dishoarding of government securities by banks would be helpful. 
Monetary authorities should proceed cautiously, however, lest they 
seriously injure the Government bond market and instead of 
retarding the advance bring a collapse. It is doubtful, however, 
that all measures which presumbly will contain demand, will suf- 
fice. Even when accompanied by an expansion of output, through 
a reduction of featherbedding and strikes and other restrictions on 
output, they will not suffice. Certainly concentration on measures 
to expand output will not do. The higher is output, once normal 
levels are exceeded, the greater the upward pressures on prices. 


It is necessary to contain demand through unorthodox measures, 
the most important of which is allocation of scarce commodities, 
e. g. steel, oil, grains, lumber, and limited rationing programs, e. g., 
meat. Part of the allocation program should include export control, 
thus assuring adequate diversions to export markets and the most 
effective use of the exports. (In view of current crisis condi- 
tions, Europe is receiving an inadequate share of our exports. In 
1936-38, Europe received 41.9 per cent, but in the first three quar- 
ters of 1947 received 38.3, 36.4 and 35.6 per cent, respectively. 
South America’s share rose from 9.3 per cent in 1936-38 to 15.9, 
16.4 and 16.9 per cent in the three quarters of 1947.11 In particular 
markets in seriously short supply and favored by inelastic demand, 
it may be necessary to introduce price control temporarily. In 
view of the administrative and political difficulties involved, ration- 
ing and price control should be restricted to very limited areas. 





11The Impact of Foreign Aid Upon the Domestic Economy, p. 84. 
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Should adequate measures be taken to cope with excess demand, 
then the price level may be reasonably stable. It may then even be 
possible for labor to call off its third round of demands for higher 
wages. That from 1945 to the first half of 1947 employee compen- 
sation has risen by but 2 per cent, consumers’ prices by 22 per cent, 
corporate profits before taxes by 44 per cent and after taxes by 96 
per cent, property and rental income by 26 per cent, makes labor 
leaders rather reluctant to agree to a holiday on wage increases.12 
Possibly an excess profits tax would make labor more tractable. 


Inflation and Commodity Markets 


Undoubtedly pressure on export markets contributes to inflation, 
but it would be a gross exaggeration to put a major part of the 
responsibility there. It would, moreover, be well to distinguish an 
excess of exports of $10 billion (the 1947 rate) and the contribu- 
tion of Government aid to that excess of about $5 billion to $6 
billion. Furthermore, the adverse effects of the E.R.P. can be 
reduced by imposing strict export controls for a few years longer— 
both to reduce the excess and to obtain an improved distribution, 
given our economic and political objectives. 


That the export surplus is not the decisive matter is evidenced 
by the upward movement of prices in 1946, although the gross 
national product was $204 billion in 1946 and the export surplus 
rose by but $1.6 billion, and is further evidenced by the stability of 
prices in the second quarter of 1947, although the export surplus 
rose by $5 billion (annual rate) and the gross national product was 
$22 billion above the 1946 rate. In the third quarter of 1947, the 
export surplus declined by about $3 billion and yet prices once 
more began to rise.13 


An examination of the more important import requirements of 
the participating countries (as given by the C.E.E.C.) from the 
United States will further clarify the issues.14 Food and fertilizer 
(27 per cent), equipment (22 per cent), coal and petroleum (14 
per cent), and iron and steel (6 per cent) account for 69 per cent 
of the imports required from the United States over the four years, 
1948-51. The total for the four years of all United States exports 
to the participating countries and to Western Germany ($20.4 
billion) is on the average less than the total shipped in the first half 





12Mid-Y ear Economic Report of the President, July 21, 1947, p. 62. 
13The Impact of Foreign Aid Upon the Domestic Economy, pp. 22-24. 
14] bid., p. 37. 
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of 1947 ($5.6 billion annual rate). Percentagewise the main 
changes are indicated in Table 6. 


TABLE 6 
PERCENTAGES OF IMPORTS OF C.E.E.C. COUNTRIES 
FROM UNITED STATES, BY TYPE OF PRODUCT, 
FIRST HALF OF 1947, AND 1948-51 (ESTIMATED) 


















First Half 
Type of Product 1947 1948-51 
Per Cent Per Cent 
Food and fertilizer..... nal 82 27 
| ERSTE AE PRE SP are eae NER tn tren eh 5 3 
Petroleum and Products....... ee 5 11 
ES FE REE ALCL LOI NR NC ee 4 6 
ES ee ee eee 24 22 








Actually, the United States is not prepared to export to these 
countries the amounts involved. For example, the food situation is 
serious in this country. Acute shortages threaten in the immediate 
future as a result both of high incomes and shortage of food. But 
foreign demand which for a recent period accounted for but 1.3 
per cent (estimated) of meats distributed and 2.9 per cent of dairy 
products cannot explain the large rises in these markets. In grains, 
it is another matter. The export of wheat was 16 per cent of total 
distribution in 1939, 40 per cent in 1946, and 49 per cent in 1947 
(estimated).15 On this score, it is interesting that President 
Truman, in his message to Congress of December 19, 1947, on the 
Marshall Plan, recommended that the United States send only 22.7 
million tons of bread grains and 6.4 million tons of coarse grains. 
Here follows a sample of important foods. It will be noted that 
our contributions are to be small relative to foreign requirements 
(see Table 7). 

TABLE 7 


NET TOTAL IMPORT REQUIREMENTS (C.E.E.C.) 
AND SUGGESTED SHIPMENTS BY UNITED STATES, 1948-51 


(in thousands of metric tons) 








Proposed by Suggested Shipments 
Product C.E.E.C. by U.S. (Truman) 


EERE REE Se vie enon One ee terns Sort as SAMAEE ASI 95,000 29,115 
696 
430 
234 

1,774 


Source: C.E.E.C., Vol II, Technical Reports, p. 45, and New York Times, 
December 20, 1947, p. 6. 


15]bid., p. 110. 
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A comparison of all food items inclusive of fertilizers suggests 
that the United States will provide 21 per cent of the net import 
requirements (in tonnage) of the 16 nations. The percentages 
varied from 107.4 (processed milk) to 32.7 for cheese, 27.1 per 
cent for fresh fruits, 5.8 per cent for oils and fats, 3.4 per cent for 
sugar, 2.8 per cent for meat, and 1.8 per cent for rice. For tobacco, 
the percentage of United States availability to net import require- 
ments of the participating countries and Western Europe was 113, 
for fertilizers 12 per cent. A study by the House Select Commitee 
on Foreign Aid yields the results indicated in Table 8. 


TABLE 8 


PERCENTAGES OF ESTIMATED FOREIGN AID FOR SELECTED 
AREAS, BY TYPE OF PRODUCT, 1948-51 











Type of Product United AllDollar All Other 
States Areas Areas 
PerCent PerCent PerCent 
Pood, Puel and VPortiliaer. oo... -cccscncccccocsssess 42 49 70 
RN SI TN ccniissieisastiaccassincecaicsttneiniconnnitnicetian 27 30) 
ee Or eT ee nC 25 15} 30 
ER ee ae aOR e See a ee Oe 6 6} 





Source: House Select Committee on Foreign Aid, Breakdown of European 
Requirements by Major Categories, November 22, 1947, p. 3. 


In general, the European countries asked for about $20 billion 
from the United States of the $35 billion of imports required of the 
Americas, but the deficit of $22 billion was to be $15.8 billion with 
the United States, and $6.0 billion with the rest of America. It is 
clear from the House Committee breakdown that (1) the largest 
single drain on the United States, according to the C.E.E.C., would 
be in the food, fuel and fertilizer area; but that other areas would 
make a larger contribution here relative to their smaller total con- 
tribution; and (2) that the major contributions of raw materials 
and equipment would also come from the United States although 
other countries would contribute a larger share of their smaller 
outlay to providing raw materials. President Truman’s recom- 
mendations as well as those of the President’s Committee on For- 
eign Aid make it clear that the U. S. Government is prepared to 
reduce the demands for food and equipment from the United States 
significantly.16 





16Furopean Recovery and American Aid, p. 6, and President’s Message to 
Congress on Marshall Plan, Dec. 19, 1947. 
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In summary, the total amount involved is small relative to our 
national income; but the net inflationary effects are not measured 
merely by these over-all comparisons. Short-run shortages are 
serious indeed.17 It is, however, possible to reduce the adverse 
effects in various ways. First, any general measures which will 
reduce demand relative to supply or raise supply without increas- 
ing demand correspondingly will help. Second, control of demand 
on particular markets, inclusive of allocations and conservation will 
aid materially. Third, a redistribution of exports in favor of 
Europe will help relieve shortages. For example, in 1946 and early 
1947, only 27 per cent of our steel exports went to Europe.1§ 
Fourth, when all these measures, inclusive of price adjustments 
(e.g., rise of price of wheat for humans as against animal con- 
sumption) will not suffice to exclude serious inflationary pressures, 
then a careful scrutiny of European demands will all the more be 
required. A slowing up of European investment may be one way 
out, though the effect may well be a retardation of the rate of 
recovery and a prolongation of the period of American aid. It is 
important to emphasize the fact that most European requirements 
are for goods in short supply, and therefore economies and control 
of demand may be required for several years, although the gradual 
elimination of bottlenecks as a $60 billion investment program over 
two years proceeds, should help. 


The Budgetary Problem 


Fear of unbalancing the budget increases the opposition to the 
Marshall Plan. In the year 1947-48, at least, there does not seem 
to be much strength in this argument. In his January, 1947 budget 
statement, the President estimated net receipts at $37.7 billion and 
expenditures at $37.5 billion, and a surplus of $200 million. In the 
revision of August, 1947, receipts were estimated at $41.7 billion 
and expenditures at $37.0 billion, or an excess of receipts of $4.7 
billion.19 In December, the excess of receipts promises to be $7 
billion. It is indeed a curious state of affairs that those who in the 
years since 1933 yelled loudest against the growth of the public 





17J, A. Krug, National Resources and Foreign Aid, pp. 3-8, and the Pre- 
liminary Reports of the House Committee on Foreign Aid (W. Y. Elliott, Staff 
Director)—especially Report No. 3, Grain Requirements and Availabilities; 
No. 4, Fertilizer Requirements and Availabilities; No. 5, Petroleum Require- 
ments and Availabilities; No. 6, United States Steel Requirements and Availa- 
bilities; No. 7, Coal Requirements and Availabilities; and No. 9, Breakdown of 
European Requirements by Major Categories. 

18The Impact of Foreign Aid Upon the Domestic Economy, pp. 46-47. 

19Statement by the President on the Review of the 1948 Budget, August 
20, 1947, Table 3. 
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debt are now in the forefront of the effort to reduce taxes as an 
alternative to a larger contraction of public debt. A sane tax 
policy will now yield a substantial excess of tax receipts over 
expenditures, inclusive of the expenditures under the Marshall 
Plan. 


In later years, the issues are not so clear. Much depends on the 
success with which inflation is treated and therefore on the con- 
tinuance of favorable economic conditions. Shoula 1 collapse follow 
the rapid rise of prices in 1948-1950, then the Government is likely 
to incur deficits once more, and the Marshall Plan may well con- 
tribute to a growth of public debt. Even this is not clear, however. 
The resulting excess of exports, in the likely failure to substitute 
domestic stimulative measures of equal effectiveness, will raise 
incomes and, therefore, tax capacity. In a period of substantial 
deficiency of demand, national income should rise by much more 
than the outlay under the Marshall Plan,2° and even additional 
Treasury income may exceed the outlays under the Marshall Plan. 
Purists in fiscal policy should be consistent. Thus critics of the 
Marshall Plan on the grounds of adverse effects upon the budgetary 
situation might well support a policy of high taxes and large reduc- 
tions of debt in the current inflationary situation. Any increase of 
debt in the ensuing period of deflation will to that extent be more 
palatable. 

Conclusion 


Our economic future depends in no small part on how we deal 
with the serious inflationary problem which confronts this country. 
The outcome will depend primarily upon the courage and wisdom 
shown by the Government and secondarily on the restraints exer- 
cised by capital, labor, and the farmers. With or without a Mar- 
shall Plan, we have to treat the inflationary problem. There is no 
substitute for production and control of demand. The 15-20 billion 
dollars required under the Marshall Plan in the next four years or 
the 25-30 billion dollars that may be required to solve the dollar 
problem once and for all in the next ten years may well be the 
straw, or better straws, that break the camel’s back; but the main 
burden on the camel is of domestic origin. It is well to recall that 
of a gross national product of $210 billion in 1944, domestic civilian 
use accounted for but 59 per cent in 1944; and of a gross national 
product of $224 billion in the first half of 1947, the proportion 





20In such a period, the case for tying the grants to exports from this 
country is stronger than in 1947. 
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taken by domestic civilian use had risen to 90 per cent. In high- 
lighting the inflation, the budgetary and the conservation problems, 
the Marshall Plan may well mobilize the anti-inflationary resources 
of the country and contribute towards its solution. 


In the longer run, European aid may save this country its free- 
dom and the intolerable burden of another war. Hence the E.R.P. 
is a prudent risk, though it by no means assures a peaceful world. 
How much the E.R.P. will cost is still uncertain. Much depends 
upon the manner in which Europe attacks its problems of inflation, 
of budgets, of exchange equilibrium, of the use of incentives to 
promote output, and upon the success with which it balances the 
need of providing incentives to workers and the requirements of 
an expansion of exports and conservation of imports in order to 
deal with the balance of payments problem. This country may go 
too far in demanding the freezing of domestic currencies and in 
downward adjustments of foreign currencies. It is not clear that 
with offers under the E.R.P. of 5 per cent of the income of the 
relevant countries we can impose correct monetary policies on for- 
eign countries, and it is not clear that exchange depreciation in this 
current sellers’ market and restricted elasticities of supplies will 
yield enough more dollars to make this policy expedient. And let 
us not forget that much depends on our commercial policy—with- 
out an improvement there which makes the dollar a relatively less 
desired currency, there will be no equilibrium in the balance of pay- 
ments. 











WHAT CAN EUROPE DO FOR ITSELF? 


By CALVIN B. HOOVER 
Duke University 


I 


The first source to which one naturally turns for an answer to 
the question of “What Can Europe do for Itself?” is Volume I of 
the General Report of The Committee of European Economic 
Cooperation.1 It would perhaps be unfair but not so far from the 
truth to say that the Report might have been titled “What 
Sixteen European Countries Say They Can Do For Themselves In 
Order To Obtain Twenty Billion Dollars From The U.S.A.” The 
sixteen participating countries were well aware that they would 
have to make the utmost effort to demonstrate their willingness 
and ability to help themselves if they were to have any chance to 
obtain from one other country the means of paying for some 
$20,000,000,000 worth of commodities. 


Their need for presenting their case in the best possible light 
was of course accentuated on the one hand by the billions of dollars 
of aid which had already been advanced by the United States with 
no serious prospect of repayment and by the circumstance that 
the prospects of repayment of any large fraction of the $20,000,- 
000,000 of aid now requested is likely to be exceedingly remote. 
Consequently, when these sixteen countries stated what they were 
willing and able to do for themselves it is obvious that they were 
putting their best goods in the showcase, arranged under the most 
favorable lighting. 


In the Report, Western Europe engaged itself to do the following 
seven things: 


(i) to develop its production to reach the targets, especially 
for food and coal; 


(ii) to make the fullest and most effective use of its existing 
productive capacity and all available manpower; 


(iii) to modernize its equipment and transport, so that labour 
becomes more productive, conditions of work are im- 





1The data used in this paper are largely from Volume I, General Report, 
and Volume II, Technical Reports, of the Committee of European Economic 
Cooperation, published in 1947 by the State Department, or from the Report 
of The President’s Committee on Foreign Aid, commonly called the Harriman 
Report. All references to “the Report” in this paper are to the report of the 
Committee of European Cooperation (C.E.E.C.). 
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proved, and standards of living of all peoples of Europe 
are raised; 


(iv) to apply all necessary measures leading to the rapid 
achievement of internal financial monetary and economic 
stability while maintaining in each country a high level 
of employment; 


(v) to co-operate with one another and with like-minded 
countries in all possible steps to reduce the tariffs and 
other barriers to the expansion of trade, both between 
themselves and with the rest of the world, in accordance 
with the principles of the draft Charter for an Interna- 
tional Trade Organization ; 


(vi) to remove progressively the obstacles to the free move- 
ment of persons within Europe; 


(vii) to organize together the means by which common re- 
sources can be developed in partnership. 
This list of seven undertakings or obligations ends with the state- 
ment: “By these means and provided the necessary supplies can 
be obtained from overseas, European recovery can be achieved.” 


II 


In a certain sense almost all the things which Western Europe 
can do for itself could be summarized under the one heading of 
increasing production. The modernization of equipment and trans- 
portation, the attainment of financial and economic stability, the 
removal of trade barriers and, indeed, all the rest of the program 
have for their purpose increasing production. 


In the process of trying to answer what Europe can do for itself 
the first requirement is to analyze just what the program for in- 
creased production is. In general terms it is intended to achieve 
these results by 1951: 


(i) Restoration of pre-war bread grain and other cereal pro- 
duction, with large increases above pre-war in sugar and 
potatoes, some increases in oils and fats, and as fast an 
expansion in livestock products as supplies of feeding 
stuffs will allow. 


(ii) Increase of coal output to 584 millions tons,i.e.145 million 
tons above the 1947 level (an increase of one-third), and 
30 million tons above the 1938 level. 
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(iii) Expansion of electricity output by nearly 70,000 million 
Kwh, or 40 per cent above 1947, and a growth of gen- 
erating capacity by over 25 million Kw or two-thirds 
above pre-war. 


(iv) Development of oil refining capacity in terms of crude 
oil throughout by 17 million tons to two and a half times 
the pre-war level. 


(v) Increase of crude steel production by 80 per cent above 
1937 to a level of 55 million tons, or 10 miilion tons (20 
per cent) above 1938. 


(vi) Expansion of inland transport facilities to carry a 25 per 
cent greater load in 1951 than in 1938. 


(vii) Restoration of pre-war merchant fleets of the partici- 
pating countries by 1951. 


(viii) Supply from European production of most of the capital 
equipment needed for these expansions. 


These eight may be considered the basic targets of the European 
productive effort. It is interesting to note that in the analysis of 
the process and the means by which these targets are to be achieved 
the greatest possible stress is placed upon the co-operative efforts 
of the sixteen countries and Western Germany. To a considerable 
extent it must be admitted this emphasis on co-operation is part of 
the process of putting the best goods in the showcase under the 
most favorable possible light. In cold fact the success of the pro- 
gram under present circumstances will really depend primarily on 
the sum total of the individual results obtained by each country. 
There cannot be any doubt, however, that the chance of success in 
attaining targets in each individual country will be tremendoulsy 
enhanced by the crude fact of all the sixteen countries striving 
toward goals which are consistent with each other instead of being 
in conflict with each other. 


Ill 


What can be said with respect to the realism of the production 
targets which have been announced? Are the goals capable of 
attainment? Are the goals such as to facilitate the all-important 
elimination of the deficit in balance of payments of the sixteen 
countries and Western Germany with the rest of the world and 
particularly with the Western Hemisphere? In other words, are 
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the production goals consistent with a functioning economy in 
Western Europe which can be maintained without continuing spe- 
cial aid on a large scale from the United States after 1951? 


Are the announced targets with respect to agricultural produc- 
tion reasonable and what are the prospects for their successful 
achievement? By 1951 Western Europe must be able to feed a 
population which it is estimated will be 11 per cent greater than 
pre-war. This increase is in part due to natural increase and in 
part due to the movement of population from Eastern Europe to 
Western Europe, in particular the expulsion of German population 
from the area of Germany annexed by Russia and Poland east of 
the Oder-Neisse. It is in the light of this increase in population 
that the reasonableness of the target must be analysed. 


In order to feed the assumed population, a diet is planned which 
would be somewhat less in total calories per capita than pre-war 
and of substantially lower quality. In particular the quantity of 
meat available per capita would be substantially less than pre-war 
since production is planned to be about 90 per cent of pre-war. It 
is planned that the amount of all cereals produced is to be approxi- 
mately the same in 1951 as it was in 1938. The amount of potatoes 
produced is to be greatly increased. These goals are certainly not 
too great in terms of human needs now as compared with pre-war. 
Indeed, as will be pointed out, they are likely to be sharply inade- 
quate in view of the actual import possibilities with respect to food 
and feedstuffs. 


It seems possible that the targets for the production of cereals 
and potatoes as set forth can be achieved, if initial quantities of 
fertilizer and agricultural implements are made available from the 
United States and if European production of these items can be 
increased as imports from the United States taper off. 


On the other hand, even the reduced program for livestock pro- 
duction in comparison with 1938 is probably too ambitious. This 
is because the imports of feedstuffs which would be necessary for 
the planned levels of livestock production will not be available 
from overseas. Likewise, the quantity of food which it is planned 
to import from abroad during the period almost certainly cannot 
be obtained. Consequently grain produced in Western Europe must 
be reserved for human consumption to a greater extent than is 
planned. This means that whereas livestock production outside of 
Western Germany was planned to be restored nearly to the pre-war 
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level, livestock production cannot be restored to pre-war levels even 
outside Germany. 


Even if the production levels, aside from livestock, are attained, 
an exceedingly serious problem in feeding Western Europe will still 
exist by 1951. During the pre-war period, 1934-38, Western Europe 
imported annually on the average 25 million tons of grain, 3.2 
million tons of fats and oils, 3.7 million tons of suger, 1.7 million 
tons of meat and considerable quantities of other foods.2 About 
5 million tons of the grain component of these imports was obtained 
from Eastern Europe, including Germany east of the Oder-Neisse 
line. In planning the food balance for 1951 it is assumed in the 
Report that food imports from this area into Western Europe will 
have been restored to their former level. I will only take time to 
say that this is a most optimistic assumption which is unhappily 
likely to be contrary to fact. 


The C.E.E.C. countries expect to obtain 9 to 10 million tons of 
grain per year from the United States. During the 1946-47 crop 
year the United States exported about 15 million tons of grain, of 
which the C.E.E.C. countries and Germany received about 9 mil- 
lion tons. But this was made possible by quite unusually good 
crops in the United States and by special measures to make this 
grain available for export. It seems quite unlikely that the quan- 
tity of grain expected from the United States during the life of the 
plan can be obtained and it is likewise unlikely that the amounts 
apparently expected after 1951 can be obtained. 


Unfortunately it does not seem likely that total production of 
grain in Western Europe can be pushed during the four years much 
above that planned in the report. The only alternatives available 
would appear to be a restoration of food consumption levels at a 
slower rate than planned and the development of food production 
in the dependencies of the C.E.E.C. countries. The first alternative, 
slowing up the rate of improvement in nutrition levels, the one 
which unhappily will probably have to be primarily depended upon, 
is closely associated with the necessity of keeping consumer in- 
comes at levels low enough to permit the economic stability which 
is so essential to financial and monetary stabilization to which 
reference will be made later. 


The report contains a reference to plans for expanding the pro- 
duction of oil-bearing seeds in British and French dependencies in 


2Report of the President’s Committee on Foreign Aid, Vol. I, E4. 
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Africa. This is highly desirable and the Harriman Report pointed 
out the necessity for greatly expanding this program, if need be by 
means of specially earmarked funds from the United States. The 
increased production planned (some 500,000 tons of nuts) is a good 
beginning, but is grossly inadequate in comparison with annual 
imports of fats and oils of 3.2 million tons before the war. 


One additional comment needs to be made. The quantities of 
agricultural equipment, particularly tractors, which are requested 
from the United States in the furtherance of the production pro- 
gram, are larger than are likely to be furnished by the United 
States and the total quantities of agricultural equipment planned 
to be produced and imported together are probably in excess of 
that needed for the planned levels of production. 


In sum, the C.E.E.C. countries have a production program in 
agriculture which is reasonably in line with their productive capac- 
ities in this field. Even if attained, however, it would not solve the 
food deficiency problem of Western Europe on account of the prob- 
able unavailability of adequate supplementary supplies from out- 
side the area. 


The production program for coal provides for an increase in out- 
put of about one-third above 1947 to 584 million tons. This would 
be about 30 million tons above output in 1938. No element in the 
whole production plan with the possible exception of foodstuffs is 
so vital to the C.E.E.C. program as is coal. During the past year 
some forty million tons of coal were imported into Western Europe 
from the United States. This coal has to be paid for in dollars at 
very high prices. Under anything like normal circumstances the 
importation of coal into Europe from the United States is an eco- 
nomic absurdity. The restoration of export of British coal to 
Europe and the expansion of present exports of Ruhr coal would 
have an almost magically favorable effect upon the whole economy 
of Western Europe. 


If the planned goals are achieved, coal production in the U.K. in 
1951 would be about 8 per cent above the last pre-war year and 
production in the Bizone of Germany would be about 6 per cent 
below pre-war. Production in France would be increased about 
30 per cent above pre-war, but French production is relatively so 
much smaller than either British or German production as to be 
of much less significance than either. A larger proportion of Ruhr 
production would presumably be available for export on account of 
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the lower level of German steel production envisaged in the plan 
compared with pre-war. 


Obviously the success of the coal program depends upon what 
happens in the U.K. and in the Bizone of Germany. Recent pro- 
duction data from both areas are encouraging. It now appears 
probable that the production target of 200 million tons for this year 
in the U.K. will be attained or very nearly so. The incentive pay- 
ments to miners in the Ruhr have raised daily production in that 
area to around 280,000 tons in November from 229,000 tons per 
day in March of 1947. This is within reach of the target of 
300,000 tons daily by the end of the year. The Report states: 


“The position in Western Germany calls for special 
comment in view of her importance as a producer of 
coal. The present low level of consumption cannot during 
the four year period be raised to the pre-war level, but 
it will have to be raised above present levels to enable the 
population to play its part in the production programme.” 


Closely connected with the production program for coal is that 
of electric power. In terms of generating capacity the increase 
planned is about 65 per cent above pre-war. The electrical power 
program is one of the “show pieces” of co-operation of the partici- 
pating countries of which they make the most. The program in- 
cludes a plan which combines the resources of six hydro-electric 
plants in Italy, France and on the Austro-Italo-Swiss frontier, with 
two lignite-thermal plants in Germany and one geothermal plant 
in Italy. It is commented in the Report that “These projects have 
been selected without regard to national frontiers and involved in 
some cases the co-operative development of resources cutting across 
frontiers.” 


The program for increasing oil refining capacity to two and one 
half times the pre-war level should probably be characterized as 
grandiose in view of the probable availabilities of crude oil during 
the period. It is true that a large part of the crude oil might be 
obtained from sterling areas but it is doubtful nevertheless whether 
total world supplies will be such as to warrant so large and rapid 
an expansion of oil refining capacity in Western Europe. 


The steel production program is likewise vital to the general 
plan. It is planned to increase steel production by about 80 per 
cent above 1947 which would mean an increase of about 20 per 
cent above 1938, although this production would be only about the 
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same as the total of the best pre-war production years of the par- 
ticipating countries and the Bizone of Germany. At the present 
time steel production in Western Europe outside Germany is some- 
what above the pre-war rate of production. In the Bizone of Ger- 
many it is at a rate of about 3.5 million tons per year or about one- 
fifth the pre-war annual production rate. The planned program 
would allow for a per capita rate of consumption of steel in West- 
ern Europe about one-third that of the U.S.A. 


It is worthy of note that a very substantial import of scrap and 
semi-finished steel is planned for in the Report. It is intended that 
the imported semi-finished steel or its equivalent would be re-ex- 
ported from Europe as fabricated goods, and it is apparently ex- 
pected that this would continue even beyond 1951, since there is 
little “tapering off” provided for. This part of the program has 
been strenuously opposed by the steel industry of the U.S.A., where 
scrap is very short and where exports of semi-finished steel would 
accentuate the scrap shortage. 


It is striking, however, to notice the profound changes in the 
proportion of steel production planned for the sixteen participating 
countries on the one hand and the Bizone of Germany on the other 
between 1938 and 1951. According to plan the production of the 
Bizone would be limited to about 55 per cent of pre-war production. 
The production of the sixteen participating countries would be 
increased to about 65 per cent above that of pre-war. That is, pro- 
duction outside the Bizone is to increase from 27.7 million tons 
per year in 1938 to 45.4 million tons in 1951. In the Bizone produc- 
tion is to diminish from 17.8 million tons to 10 million tons on the 
same base. This represents a most important geographical shift in 
this vital industry. 


Since limitations of time prevent devoting a separate section of 
this paper to Germany it is perhaps admissable to draw from the 
Report a brief comment or two with respect to the relation of the 
Bizone to the economy of Western Europe and to append it to this 
section of my paper which deals primarily with steel production. 


In the Report references are almost always to “the sixteen par- 
ticipating countries and the Bizone of Germany.” In Appendix B, 
“Problems Relating to Germany,” the opening sentence reads, “For 
the purpose of drawing up a European balance sheet of resources 
and requirements, it is indispensable to take account of Germany, 
since that economy has been, in the past, and by the nature of 
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things will remain, closely tied up with the economic systems of 
other European countries.” The initial paragraph closes with the 
sentence “Considerations of security demand also that both the rate 


and nature of her economic recovery should be carefully con- 
trolled.” 


Under the circumstances it was inevitable that no representa- 
tives of the German people were to be present at the Paris Con- 
ference. Representatives of the Combined British and American 
zones were there to furnish statistical information but they did nct 
participate in formulating the Report. 


In dealing with coal, steel, food, balance of payments, and indeed 
with almost every aspect of the economic four-year plan the par- 
ticipating countries took account of the German economy and made 
every effort to incorporate the Bizone into the program. Even in 
the case of consumer goods it was necessary to take account of 
German industry. The Report states: 


“An excessive concentration of the production of West- 
ern Germany of consumer goods traditionally supplied 
from other countries might create in those countries 
almost insoluble problems of adjustment, and this factor 
must be borne in mind when working out the rehabilita- 
tion of Germany along peaceful lines consistent with 
security.” 


(From recollections of negotiations in Berlin in 1945 I would be 
willing to wager that a British hand penned those particular lines). 


The production and balance of payments plan for Germany 
which was incorporated into the Report was based upon the new 
Level of Industry Plan adopted for the combined British-American 
Zones by their Commanders in the summer of 1947. In the case of 
steel this involved a production rate of 10 million tons per year in 
1951, compared with a permitted ceiling on production of 10.7 
million tons per year, although it was noted that it was doubtful 
whether more than 7 or 8 million tons could actually be produced. 


After this digression to deal most inadequately with the economy 
of the Bizone of Germany, I return to the rest of the production 
program outlined in the Report. 


It is planned to expand inland transport facilities by 1951 to 25 
per cent above 1938. Merchant fleets of the participating countries 
are to be restored to the pre-war level by 1951. There is perhaps 
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some doubt as to whether steel in exceedingly short supply should 
be used in a merchant ship building program on this scale. Instead 
a greater number of American Liberty and other ships might be 
furnished to make up the deficiency. 


Finally, it is noted that most of the capital equipment needed for 
the expansion of production facilities planned is to come from 
European production. This emphasizes the degree to which the 
goods required from the United States under the plan would be in 
large part food and raw materials. These are essential to the Euro- 
pean program of capital equipment construction but most of the 
actual manufacture of this capital equipment would take place 
within Western Europe itself. 

IV 


All during the Paris Conference the United States was pressing 
hard both at Paris and at Geneva for the removal of barriers to 
international trade. At Paris this took the form of using the 
influence of the United States towards bringing about a European 
Customs Union. Once more the process of putting the best goods 
in the show case is represented in the part of the Report dealing 
with the removal of barriers to trade among the C.E.E.C. countries. 
Quoting from the Report, 


“To achieve the freer movement of goods the partici- 
pating countries are resolved: (1) to abolish as soon 
as possible the abnormal restrictions which at present 
hamper their mutual trade; (2) to aim, as between them- 
selves and the rest of the world, at a sound and balanced 
multilateral trading system based on the principles which 
have guided the framers of the Draft Charter for an In- 
ternational Trade Organization.” 


This declaration of intention is then considerably elaborated upon. 

Every effort was made to make progress in this direction appear 
as substantial as possible. The Benelux agreement to form a Cus- 
toms Union is presented with pride, although of course, its forma- 
tion antedated the Paris Conference and the Marshall Plan idea. 
The action of Denmark, Iceland, Norway and Sweden in declaring, 
after a meeting of their foreign ministers in Copenhagen in 
August, in favor of examining the possibilities of a Customs Union 
is noted favorably. The French Government announced its willing- 
ness to consider the possibility of the formation of a Customs 
Union with any countries “whose national economies are capable 
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of being combined with the French economy in such a way as to 
make a viable unit.” The Italian Government associated itself with 
this statement by the French Government. The Governments of 
Austria, Belgium, Denmark, France, Greece, Iceland, Ireland, Italy, 
Luxembourg, the Netherlands, Portugal the United Kingdom and 
Turkey announced their intention of creating a Study Group to 
examine the possibility of the formation of a Customs Union or 
Customs Unions. 


As further evidences of economic co-operation the participating 
countries note that they are seeking to increase the efficiency of 
production through the standardization of equipment, particularly 
mining and electrical supplies and freight cars. It is intended also 
to work out pooling arrangements for freight cars between the 
countries. Arrangements have been made to permit motor trucks 
to cross international boundaries and thus avoid the previously 
existing necessity for unloading and transshipment of goods. 


Arrangements are also mentioned for interchange of information 
between countries of their programs for the modernization and 
extension of their steel industries so that each country in develop- 
ing its program may take account of the plans made by the others. 


Finally it is stated that measures are to be taken to facilitate the 
free movement of persons between countries to the end that sur- 
plus labor in countries such as Italy may be transferred to labor 
deficit countries such as France. 


V 


Probably of even greater importance than the reduction of trade 
barriers is the program of internal economic financial and mone- 
tary reform to which the participating countries have pledged 
themselves. There can be no doubt of the immensely favorable 
effect upon production which such a program would have if suc- 
cessfully carried out. It is true that increases in production of 
goods and financial and monetary reform have a decidedly “chicken- 
and-egg”’ relation to each other. Both would be greatly facilitated 
if they could be carried out simultaneously. Neither could succeed 
in the event of substantial failure of the other. 


In countries, such as the Bizone of Germany, where a pound of 
butter on the black market will bring as much as a ton of wheat at 
governmentally fixed prices, the distortion of agricultural produc- 
tion which is thus encouraged is of serious proportions. Similar 
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situations exist in France and Italy. Indeed, in Germany, prices 
nominally stabilized at the 1936 level are practically without mean- 
ing except for rationed foodstuffs, and exchange has become more 
and more upon a harter basis. 


The stimulating effect of the re-establishment of truly functional 
cost-price relationships between goods and services and between 
these and producer-consumer incomes cannot be doubted. Currency 
stabilization, balancing of budgets, elimination of black markets, 
restoration of a rational price structure, revaluation of currencies 
in the direction of purchasing power parities, are all part of an 
economic mosaic in which the absence of one of the principal pieces 
can ‘largely nullify the fitting together of the others. The Report 
shows that this was quite adequately realized by its framers. 


The participating countries express their resolve to balance their 
budgets as soon as humanly possible. They likewise resolve to 
render their currencies convertible at appropriate rates of 
exchange as defined in the Articles of Agreement of the Interna- 
tional Monetary Fund. 


They state however that “The quick success of stabilization will 
to a very large extent depend upon adequate foreign assistance 
being available during the period in which stabilization is being 
achieved.” They then express the belief that in order to provide 
the necessary gold reserves for internal stabilization and interna- 
tional convertibility, the sum of 3 billion dollars of outside aid 
would be required. There is considerable ambiguity about this 
amount, however. It is conceived of in some sense as outside the 
total of aid otherwise sought for. At another point in the Report 
it is implied that if the aid granted could be properly planned the 
8 billion dollars would not necessarily be an additional sum but 
comprehended within it. 


It is stated clearly that “External Aid must be used in such a 
way that by the end of the period national income in its widest 
sense will cover national expenditure. The main aim should clearly 
be to reduce inflationary pressure where it exists.” It is further 
stated, 


“For example, the local currency received by any gov- 
ernment concerned as the result of such assistance [from 
the United States] which directly or indirectly takes the 
form of imported goods, should be used, as circumstances 
make it appropriate, to put an end to the recourse to 
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Banks of Issue to cover budget deficits, to repay advances 
already received from Banks of Issue, or to reduce the 
resort to other inflationary budget devices.” 


VI 


In summary, what are the prospects of success for this three- 
pronged program of Western European self-help involving as it 
does great increases in production, the removal of trade barriers, 
and monetary and financial reform and stabilization. 


The difficulties which this comprehensive and ambitious pro- 
gram are certain to encounter can be visualized from one viewpoint 
by noting the assumptions upon which the plan for eliminating the 
deficit in balance of payments for Western Europe by 1951 are 
based. 


These include the assumptions that their production will increase 
greatly, that the imports required for this will be available, that a 
state of full employment and full use of productive resources will 
be continuously maintained, that an increasing part of the needs 
of the participating countries and Western Germany can be 
obtained from Eastern Europe and from Southeast Asia, that the 
goods which the participating countries can produce for export can 
be sold to the American continent and to the rest of the world, that 
there will be a progressive reduction in the price of imports in rela- 
tion to the price of exports, and that non-participating countries 
will so far as necessary be able to pay for such goods in dollars. 


The levels already attained by industrial production in Western 
Europe in 1947 augur well for the success of the production pro- 
gram for the four-year period ahead. By the middle of the year, 
except for Italy which lagged behind the remainder of Western 
Europe at 65 per cent of pre-war and for the Bizone of Germany 
where production levels were not quite half of pre-war, the 1938 
level of industrial production had been nearly achieved or even 
surpassed. By May of 1947, Jean Monnet, head of the Planning 
Commission, estimated that industrial production in France had 
reached 106 per cent of the pre-war level. Thereafter production 
declined for purely political reasons and has during the last few 
weeks been drastically reduced for the same reason. 


In the U.K. both industrial and agricultural production surpassed 
pre-war by substantial margins. Only coal and textiles lagged and 
within the past weeks coal production has been coming up fast. 
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Steel production in the U.K. is at an annual rate of 14 million tons 
compared with 10 million tons pre-war. 


In Scandinavia, notably in Sweden, the level of industrial pro- 
duction is substantially above pre-war. In Belgium and the Nether- 
lands industrial production is now at a rate which nearly ap- 
proaches pre-war. 


The optimistic auguries for the future which may be drawn from 
this recent record of industrial production must be tempered by 
two significant circumstances. First, as has been shown by recent 
events in France and Italy, industrial production is exceedingly 
vulnerable to politically-induced interruptions to production. Sec- 
ond, the level of production reached has been dependent to a large 
degree upon the import of food and raw materials obtained from 
abroad through loans or gifts. This latter point emphasizes the 
crucial nature of the problem of balance of payments. 


There is not much doubt that in the balance of payments prob- 
lem there is largely reflected the answer to whether the C.E.E.C. 
program will succeed or fail. If the deficit in balance of payments 
is to be eliminated by 1951 the production goals aimed at must be 
achieved. The maintenance of a real balance between exports and 
imports will also depend upon increased productivity made possible 
by new capital investment provided for in the Plan. Somewhat 
paradoxically, however, it is essential that the increase in new cap- 
ital investment planned should not be greater than that which can 
be supported by real savings plus imports. If too grandiose a pro- 
gram is attempted it will have an inflationary effect and will reduce 
the volume of capital construction which can actually be completed. 
There is some danger that the program of capital construction 
planned is too ambitious and that it should be reduced. 


Closely connected with the limits on capital construction is the 
volume of exports attainable. Out of total national income pro- 
duced plus imports there must come consumption plus exports plus 
net additions to capital equipment. Particularly in view of the 
current domestic political difficulties in Europe, enhanced tenfold 
by the bitter opposition of Soviet Russia to the Marshall Plan, it 
will prove exceedingly difficult to keep the components of total 
consumer income within limits which will permit monetary and 
financial stabilization. This problem, so different from that faced 
by governments in the depression-ridden thirties, confronts prac- 
tically all countries. The difficulties which we ourselves face in 
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this field perhaps enable us to understand the far more difficult 
position in which the governments of Western Europe find them- 
selves. 


Finally, two factors beyond the control of the C.E.E.C. countries 
will condition their ability to eliminate the deficit in balance of pay- 
ments. They must be able to sell greatly increased quantities of 
goods and services abroad and particularly in the United States. 
In this respect our foreign trade policy will be of great importance. 
Even if the C.E.E.C. countries can sell their goods abroad they 
must be able to purchase food and raw materials on barter terms 
of trade consistent with a real balance of payments. In this field 
the future course of prices and the absolute availability of supplies 
give reason for substantial concern. 


The conclusion which one reaches after examining the C.E.E.C. 
Report drawn up by the representatives of the sixteen countries 
is that they have done extraordinarily well in presenting the evi- 
dence of their will and ability to help themselves. If they have, as 
suggested at the beginning of this paper, placed their best mer- 
chandise in the show case under the most favorable lighting, the 
samples are nevertheless reasonably representative. In some cases 
where the results prognosticated seem unduly optimistic, we have 
ourselves largely to thank, as when the C.E.E.C. reduced the prices 
assumed for imports in order to diminish the total aid suggested 
to a sum more likely to be acceptable to the United States. 


Whether all that these countries can do to help themselves plus 
whatever aid they may receive from the United States will actually 
enable Western Europe to attain self-sufficiency is another matter 
and would require at least another paper for analysis. Certainly 
the result of failure on our part to extend large scale aid to this 
great co-operative effort at self-help would produce consequences 
so serious that one is hardly willing to contemplate that possibility. 
Whether or not we are going to have to contemplate the conse- 
quences we shall soon know. 


I have not attempted to deal with the political aspects of the 
problem under discussion. There can, however, be no doubt that 
even if the economic obstacles to recovery could be surmounted, 
political events might still destroy Europe. The declaration by 
Soviet Russia, through the Cominform, of her intention to defeat 
the Marshall program at all costs removes all doubt in this matter, 
if any still existed. Soviet policy, to be successful, needs to attain 
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no constructive ends. If strikes and other forms of economic 
sabotage can succeed in disorganizing the economies of France and 
Italy to the point where the Congress of the United States becomes 
convinced that the Marshall Plan is becoming “Operation Rathole,” 
Soviet Russia will have won a most important battle in the “cold 
war.” Let us hope that our Congress will be tough minded and 
strong nerved enough to support a foreign policy suitable to this 
situation in which the Soviets, as always, fight without any concern 
for Marquis of Queensbury rules. 





DISCUSSION 


B. H. BECKHART: Probably no single topic has greater pertinency 
at the present time than the one we are discussing: “American Aid 
to Europe”. Within a week’s time the appropriate committees of 
the United States Congress will begin hearings on the proposals 
contained in President Truman’s recent message. These propo- 
sals, which find their origins in the address of Secretary Marshall 
at the Harvard Commencement exercises six months ago, embody 
the attitude of the executive branch of the government towards the 
additional aid needed to implement Europe’s recovery program. 


According to the President’s message, the deficit of Western 
Europe with the Western Hemisphere from April 1, 1948 to June 
30, 1952 is 22.1 billion dollars at present prices. This compares 
with the estimate of the Paris Committee of European Economic 
Cooperation of 22.4 billion dollars at mid-1947 prices. 


Although these two estimates are relatively close together (even 
after allowance has been made for changes occurring in the pur- 
chasing power of the dollar) it must be borne in mind that any 
estimate of the probable cost of the Marshall program is highly 
speculative. The final cost of the program will depend upon such 
unpredictable factors as weather conditions, political developments, 
the extent of the economic recovery achieved, and the growth in 
world trade, including trade between Eastern and Western Europe. 
All that the United States can do at this juncture is to decide upon 
the desirability of granting aid, to lay down certain principles 
respecting the granting of such aid, and to vote the year-by-year 
appropriations needed to implement the program. 


Obviously the cost to the American taxpayer of the European 
recovery program will be smaller to the extent that production is 
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stimulated in Western Europe. Production will be stimulated if 
internal inflation is checked, if trade barriers are reduced, if stulti- 
fying economic controls are removed, if recovery is promoted in the 
Western zones of Germany, and if the needs and resources of 


Western Europe are considered as a whole in plans for economic 
rehabilitation. 


In my opinion Professor Hoover is wholly justified in giving the 
emphasis he did to the urgent necessity of checking internal infla- 
tion. Although these pressures have been most severe in Italy 
and France they are not absent in England and in other parts of 
Western Europe. Inflation, coupled with unrealistic rates of ex- 
change, has lead to the growth of black markets and parasitica] 
activities, to the dislocation of production, and to the hoarding of 
foodstuffs, of manufactured goods, of gold and foreign exchange. 
Thus it is estimated that gold to the amount of three billion 
dollars is to be found in private hoards in France. The unrealistic 
rates of exchange themselves cause a continuous deterioration in 
the balance of payments. Once internal inflation is checked and 
realistic values are adopted for rates of exchange, it will be found 
that the dollar problem will in part be solved. 


In his message the President referred to the possibility of 
granting special loans to the European nations to assist them in 
attaining monetary stabilization. Since currency stabilization is 
primarily a matter of internal policy, stabilization loans are not 
only not required but would probably have the unfortunate effect 
on the borrowing nations of postponing action required to check 
inflation. 


The United States has at its disposal an important weapon in 
helping to check Western European inflation. It will be recalled 
that President Truman recommended that part of the additional 
assistance to Europe be extended in form of grants-in-aid. The 
nations receiving such grants-in-aid are to deposit in a special 
account the local currency equivalent of the aid furnished. These 
accounts are to be used only in a manner mutually agreed upon 
between the two governments. If such accounts were held at the 
central bank of the recipient nation, the United States would be 


in a most strategic position to counter internal inflationary pres- 
sures. 


Also I am in full accord with the emphasis Professor Hoover 
has given to the need to reduce trade barriers in Western Europe 
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and to work towards the establishment of a customs union. A 
free trade area embracing all of Western Europe would assure 
the best use of human and natural resources. It would assure the 
type of capital development which would fit in best with the 
requirements of the whole area. Since the absence of trade bar- 
riers is incompatible with internal controls, the establishment of 
a customs union in Western Europe would tend to cause internal 
controls to disappear. 


In discussions in this country on the desirability of granting 
further aid to Europe, I think there has been a disposition to 
minimize its economic impact on the American economy. It stands 
to reason that additional aid, however justifiable, will aggravate 
internal inflationary pressures. The expansionary effect of the 
Marshall program can be offset in large measure, however, if fed- 
eral tax revenues are maintained and if the Federal Reserve Sys- 
tem were to follow a restrictive credit policy. 


As an offset to present inflationary pressures Professor Harris 
has proposed that consumer rationing and price control be rein- 
troduced in limited areas. Our experience with consumer rationing 
was not significantly successful and I doubt whether public opin- 
ion would give support to its reimposition. For that reason I 
recommend reliance upon general monetary controls. The Federal 
Reserve System has ample power now to check the upward expan- 
sion in bank credit. It needs no additional authority. 


To check credit expansion the Reserve System will need to 
abandon support levels for Government obligations and take action 
to eliminate member bank excess reserves. Surely we can not 
in all sincerity suggest that Western Europe abandon inflationary 
action when we ourselves peg the prices of Government bonds by 
resorting to continual credit expansion. 


In the report of the Paris Committee of European Economic 
Cooperation the sixteen participating nations, as Professor Hoover 
indicated, expressed their willingness to enter into very definite 
pledges respecting the problems discussed here this morning; pro- 
duction goals, internal financial reforms and the reduction of trade 
barriers. The success of the Marshall program is dependent upon 
the effectual attainment of these commitments and upon close 
supervision of the use of the funds by the United States. 


The effectiveness of American supervision will depend in large 
measure upon the character of the agency set up by Congress to 
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administer the European recovery program. In this connection, 
the President rejected the recommendation of the Harriman Com- 
mittee for the establishment of a Government corporation, directed 
by an administrator with the power and responsibility to establish 
and adjust general policies within the framework of Congressional 
action. The model recommended by the President establishes 
responsibility without authority and would, in my opinion, produce 
confusion and frustration. The administrative framework of the 
program needs careful study and review by the Congress. 

At this juncture no one would be so bold as to guarantee com- 
plete success for the Marshall plan. In the present state of world 
cleavage, however, there is no alternative. Given good-will and 
determination on both sides of the Atlantic the chances are good 
that the plan will succeed in restoring a healthy community in 


Western Europe, capable of resisting political infiltrations and 
aggression. 


C. P. KINDLEBERGER: I have no comment to make on Dean 
Hoover’s paper on the European effort, except to say that it is a 
most lucid exposition of what the European countries have under- 
taken to do in the way of self-help and mutual help toward the goal 
of economic recovery. It is true that the examples of mutual help 
put in the showcase are not particularly designed to thrill the 
imagination; and some, like the undertaking to standardize, don’t 
mean much unless accompanied by an agreement on what design 
will be used—the product of long and tedious preparation and 
negotiation. But the main point, which marks an advance in 
international dealings, is that sixteen countries have come together, 
drawn up a plan, and promised to work together for the same goal. 


Professor Harris labored under the possible disadvantage in his 
discussion of the European Recovery Program of having only 
newspaper excerpts of the President’s message of December 19, 
1947 and not the 240 page volume of the Administration’s pro- 
posals. Those of us who worked on the latter would have appre- 
ciated obtaining the views of his far-ranging and fertile mind. 
His comments on the Paris Report and the reports of the three 
committees appointed by the President to study the limits within 
which we can wisely and safely lend seem to me pointed and 
judicious. I am interested, however, by his views on the domestic 
economy when he rules out of all possibility a decline in American 
prices 1214 per cent below the level of July 1, 1947. I agree with 
the general point that estimates of future costs cannot be approx- 
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imated with any degree of assurance. But I wonder that he doesn’t 
think a decline in wholesale prices of say 30 per cent almost as 
likely as the maintenance of the present price level. 


I think that little interest would attach to making a series of 
minor comments or points of possible disagreement from the 
papers so ably presented today. The speakers have done their 
work so well that there would be little more that I could do if I 
were confined narrowly to the papers. May I then crave your 
indulgence for a brief discussion of certain aspects of the problem: 
viz., the role of financial measures in economic recovery, stabiliza- 
tion loans, and the validity of our estimates of the cost. I need 
hardly add that I am speaking in a personal capacity and not for 
the agency of government which employs me. 


The question of the European need for American aid is one 
which peculiarly straddles the fields of finance and economics on 
the one hand and politics or government on the other. It has been 
suggested, for example, that if the economies of Europe were to 
be organized afresh under radically new auspices which appear 
ready and willing to take over the task, the balance of payments 
deficit of the participating countries would disappear over night. 
On the other hand, Henry Hazlitt in his provocative book Will 
Dollars Save the World has expressed the view that if the govern- 
ments of Europe would only refrain from interference with natural 
economic law—confining their efforts in the economic and financial 
field to the establishment of sound currencies, but assiduously 
avoiding price controls, rationing, allocations, subsidies, govern- 
ment ownership, unbalanced budgets and permitting the external 
value of currencies to find their true level, the “dollar problem”’ 
faced by Western Europe would fade into insignificance. These 
two widely diverse solutions for the economic problem in fact call 
for different types of political revolution. I happen to think that 
both of them would be likely to kill the patient in the process of 
working toward a cure. 


Mr. Hazlitt’s prescription of currency stabilization for Europe’s 
ills, and the fact that such eminent prognosticians as Dr. Hoover 
are unwilling to rely solely upon it, underlines an interesting con- 
trast between the experience in postwar reconstruction after 
World Wars I and II. After the first World War, it will be re- 
called, attention was focussed almost exclusively on unbalanced 
budgets, rates of exchange, and incidentally on the transfer prob- 
lem. At the present time, the discussion runs rather far more in 
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terms of production and effective utilization of resources. Cur- 
rency reform, stabilization of exchanges, and stabilization loans 
are not totally absent from today’s discussions. Secretary Mar- 
shall’s address of June 5, 1947, at Harvard University in fact 
contains useful and little-read passages upon the necessity to 
restore the internal and external economic fabric of exchange and 
intercourse. But the specifics of today are stated as projected 
levels of output in coal, fertilizer, boxcars and steel, rather than in 
financial terminology. And we have the example of Austria—a 
country with a balanced budget, with one currency reform already 
taken and a second under way, which has been unable to solve 
the production problem because of inability to overcome specific 
bottlenecks in coal, electric power, steel, fertilizer, farm tools, etc., 
and to rid itself of an alien occupation. 


I suspect that the solution of the financial and production prob- 
lems which beset Europe must proceed in hand with major effort 
directed to the solution of the principal production bottlenecks 
before a more general attack on the economy can be made through 
widespread financial measures. I find it interesting, for example, 
that the Committee for European Economic Cooperation only 
hinted at the desirability of a $3 billion stabilization loan in its 
General Report, without giving supporting data on which a judg- 
ment as to the validity of the request could be made; and the report 
left any mention of a stabilization loan out of its summary. Neither 
the Harriman Committee nor the Administration responded to 
the hint. The latter did indicate to the Congress that it might 
later request authority and funds for the purpose of granting 
stabilization loans after it had reached decisions as to the proper 
amount and the appropriate timing. 


In my judgment, it is likely that the best time to undertake 
definite measures of currency stabilization, especially externally, 
is after economic recovery in the field of production and transport 
has been carried a considerable distance and is in sight of ulti- 
mate targets. This is not to suggest that a wide number of steps 
in the financial field cannot be taken concurrently with action to 
break bottlenecks in production. The correction of highly over- 
valued exchange rates is of outstanding importance in this con- 
nection. I do mean to suggest, however, that far-reaching financial 
reforms and permanent stabilization measures may better be 
taken toward the end of the recovery program than at the begin- 
ning. 
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Economic forecasting is, most of us would admit, a tricky busi- 
ness at best. The economists in this country, I think, have been 
guilty of underestimating the recuperative powers of the United 
States in forecasting 8 to 10 million unemployed in 1945 because 
of reconversion, and of overestimating those of Europe in think- 
ing that the resources of U.N.R.R.A., the International Bank and 
the Monetary Fund would carry through the reconstruction period. 
It may be worthwhile for a moment to speculate on the big factors 
which may make the present estimates of what is needed to pro- 
duce recovery in Europe. The estimated balance of payments 
deficits of the participating countries with the Western Hemis- 
phere are all of the same order of magnitude—$22.44 billion 
(C.E.E.C.), $16.98 to $22.98 billion (Harriman Committee), and 
$20.0 to $22.7 billion (U.S. Government). 


There are, of course, a variety of intangible and imponderable 
factors on both sides of the equation. On the pessimistic side, 
there are droughts, torrential rains, floods, freezes and other acts 
of God which have in the past and may in the future adversely 
affect agricultural production; and strikes, sabotage,- continued 
major diversion of resources of labor, materials and equipment 
into black market uses in the field of industry. On the side of 
optimism, one may look hopefully to the multiplier effects of solu- 
tions to the major bottleneck in fuel of all kinds, but especially 
coal, which if broken is likely to ease a myriad production problem 
thought insoluable except in terms of far larger amounts of labor 
and equipment. There is the most important factor of the lift 
to economic recovery which the hoards of labor, materials, equip- 
ment and gold and dollars could give, if confidence in continued 
recovery were established and dishoarding set in train. The move- 
ment of these resources into hoards—and I use the term in a 
generic sense to describe black market activity of all sorts—has 
been one of the important factors making the present recovery 
slower than was anticipated immediately after the war. And 
finally, there is a possibility that productivity per man, in which 
all estimators are counting upon a recovery at least to pre-war 
level, may surpass expectations when the problems of absenteeism 
are overcome, working and fixed capital are restored, and the 
technical developments of the war are put into effect. 


It is these imponderable factors which guide the choices of the 
peoples of this country in their views on the effectiveness of Amer- 
ican aid. The extreme pessimists adopt the position that further 
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aid to Europe would be pouring dollars down a rathole; the 
extreme optimists (though they would not admit the impeach- 
ment) state that the United States is to build Europe up to a 
point where it can too readily compete with us. 


In the present state of economic analysis of these factors, I 
believe it is only possible to base one’s estimates on moderate 
optimism, to be humbly cognizant of the fallibility of economic 
reasoning and to watch the result with great interest. 


R. U. RATCHFORD: You have a right to be disappointed in not 
being able to hear Dr. Kalecki at this time; I am sure that if he 
were here he would give you a much more able discussion than I 
am able to offer. Further, I ask your forbearance because I am 
making these comments on less than 24 hours’ notice and because 
I do not pretend to be an expert on this subject. 


In the beginning, let me state where I stand on the general sub- 
ject. I am in favor of the Marshall Plan as I understand it and 
believe that we should carry it out in essentially its present form 
despite its burden on this country. 


In general, I agree with most of the latter part of Professor 
Harris’ paper, but I disagree with most of the first part. I agree 
with his remark, made early in the paper, that the analysis of this 
problem should be in real, and not in monetary, terms. The essence 
of the Plan is that we will give up a substantial amount of impor- 
tant, even critical, goods. In inflationary times like these, that 
cannot but mean that infiationary pressures will be substantially 
increased. 


I am inclined to doubt the wisdom of Professor Harris’ attempts 
to minimize the burden of the Marshall Plan to this country. I do 
not see that dollars spent in other western hemisphere countries 
would be appreciably less inflationary than dollars spent in this 
country. With the present dollar shortage in the world, dollars 
spent outside this country will quickly come home to roost. I know 
of no substantial amount of unused resources which can be brought 
into production to reduce the inflationary effects of the Plan. The 
effect of the Plan on inventories may be to increase, rather than 
reduce, inflationary pressure. If there is a general feeling that our 
aid to Europe will raise prices, as would be perfectly logical, there 
might well be an increase in the speculative holding of inventories. 
Certainly we have no excess inventories now in the principal com- 
modities which we will supply to Europe. 
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The importance of our aid to Europe, in its effect on 
our economy, will be greater than is indicated by the percentage 
figure which represents the amount of our dollar aid as a propor- 
tion of our national income. The goods which we will send are 
basic, essential goods and, in general, are in short supply. They 
are strategic goods in our economy and their supply is fairly in- 
elastic. A reduction of our supply of these goods by 10 or 12 per 
cent could raise their prices by much more than a proportionate 
amount and an increase in their prices could have a considerable 
effect on our whole economy. Some one has pointed out that in this 
country agricultural income is only about 10 per cent of our total 
national income. But it is obvious that if all agricultural produc- 
tion and income were wiped out it would hurt our economy far 
more than would a general decline of 10 per cent in the national 
income. The same analogy applies here to a considerable extent. 


It is doubtful wisdom to count on a depression to reduce the cost 
of the Plan to us. First, we may not have the depression—although 
it is entirely possible. Second, political considerations might force 
us to abandon the Plan if we should experience a severe depression. 
Third, and most important, this line of reasoning supplies ammuni- 
tion to the Communists in their argument that the whole Plan is 
nothing more than a clever scheme whereby we hope to dump 
goods on Europe in an attempt to avoid a depression. 


{ 

I oppose efforts to minimize the cost of the Plan because it is 
essential that we face the facts and make our decision with our 
eyes open. If we approve the Plan on the vague hope that in some 
way we can escape the cost, the reaction is likely to be disastrous. 
More importantly, if Congress is led to believe that the cost will be 
light, it will be encouraged to do nothing about inflation controls. 
Whether Democrat or Republican, politicians will be reluctant to 
impose controls in an election year. We should not encourage that 
reluctance by minimizing the cost of the Plan. 


In the latter part of his paper Professor Harris recommends 
that total demand should be reduced. I agree thoroughly, but I 
am not clear as to how he would do it except through his recom- 
mended allocations, which, alone, are far from adequate. Our large 
debt and the large holdings of debt by banks and other financial 
institutions preclude any effective action through monetary or 
banking channels. I do not agree with Professor Beckhart that 
the Federal Reserve banks can effectively control credit at present. 
True, they have the powers, but so long as they must share the 
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responsibility for supporting the government bond market they 
cannot exercise those powers in an aggressive or effective manner. 

In regard to what Europe can do for itself, there is one general 
but very important factor which Professor Hoover no doubt would 
have discussed if time had permitted. That is the matter of polit- 
ical stability. Unless the countries of Western Europe can attain 
and keep a stable political order and hold the Communists firmly 
in check, neither the Marshall Plan nor any other plan can be 
effective in promoting economic rehabilitation. In recent weeks 
we have had a vivid demonstration in France and Italy of the 
extent to which political instability can completely nullify all 
efforts to promote economic recovery. 


Finally, one other general factor is essential to European 
economie recovery. That is a decision on the matter of German 
reparations. Until the Germans know how much they must pay 
in reparations and what level of industrial activity will be per- 
mitted to them, it will be impossible for Europe to know where 
the nucleus of its economy will be located and how that economy 
will be integrated. Unfortunately, as Secretary Marshall has 
indicated, it will be some time before it will be possible to arrive 
at a decision on this point and in the meantime the uncertainty 
will greatly reduce the effectiveness of European planning and 
production. 
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FINANCIAL MANAGEMENT OF GAS AND ELECTRIC 
UTILITIES BY THE SECURITIES AND 
EXCHANGE COMMISSION* 


By MERWIN H. WATERMAN 
University of Michigan 


The title actually assigned to me for discussion on this occasion 
had a slightly more academic ring than the one I have chosen. 
I see no reason why, even before this group, a “spade” need be 
defined as “an elongated instrument by which perspiration and 
energy are applied to the movement of loose material from one 
place to another”’; let’s just call it a “spade.” Let’s recognize that 
the Public Utility Holding Company Act of 19351 gave to the 
Securities and Exchange Commission managerial and directive 
powers in connection with the gas and electric utilities under its 
jurisdiction. 

Statutory Basis for Financial Regulation 


Before we examine or attempt to appraise the actual results 
of S.E.C. financial management let us briefly review the statutory 
directives under which the Commission operates. This review will 
provide the outline for my subsequent discussion of the Commis- 
sion’s exercise of its discretionary powers under the law. We all 
understand that the technique of exercising control over the 
financial affairs of utilities by the S.E.C. is accomplished by, first, 
a requirement of registration of all public utility holding com- 
panies,? second, the requirement that registered holding companies 
and their subsidiaries can proceed with certain financial trans- 
actions only after the declaration describing a proposed transaction 
has been either exempted or made effective by order of the Secur- 
ities and Exchange Commission,’ or, third, the exercise of the 
Commission’s power to direct those transactions incident to the 
disintegration of holding company systems.4 Please bear in mind 
that these controls extend only to those operating gas and electric 
utilities and holding companies falling within the jurisdiction of 
the law on the basis of a statutory 10 per cent voting security 
relationship between parent and subsidiary companies. 


*Editor’s Note: Professor Waterman’s paper and the discussions by 
Professors Hall and Troxel which follow it were given at the meeting of the 
Transportation and Public Utilities Section of the American Economic Asso- 
ciation held in Chicago on December 30, 1947. Because the paper and discus- 
sions are certain to be of interest to the members of the American Finance 
Association, decision has been made to include them here. 

1Public Act No. 333, 74th Congress. 

2 bid., Sec. 5. 

3] bid., Sec. 6, 7, 10, 12. 

4] bid., Sec. 11. 
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Section 7 of the Holding Company Act comprises the heart of 
statutory control over issuance of utility securities. It is this sec- 
tion which at once prohibits the use of no-par stock and unsecured 
bonds for new financing by other than operating utilities® and at 
the same time grants to the S.E.C. discretionary control over all 
issues in light of such circumstances as the adaptability of each 
security issued to the over-all financial structure, the earning 
capacity of the issuer, and the underwriting fees paid in connec- 
tion with a public offering.? In fact this section of the Act sounds 
like the outline of an academic course in financial management 
designed to indoctrinate students of business in the principles of 
finance which company managers should apply in connection 
with their capital-raising activities. 


The scope of the S.E.C.’s powers of financial management is 
further extended by Section 10 of the Act which subjects the 
acquisition of utility assets and securities by a holding company 
or an operating unit to the scrutiny of the S.E.C. The Commis- 
sion has the authority hereunder to pass judgment on prices and 
value,® and to prescribe terms and conditions to utility acquisi- 
tions, including the right to determine what is a reasonable price 
that one utility may pay for an interest in another. 


The same sort of directive powers with respect to the sale of 
assets and securities by a holding company are handed to the 
S.E.C. by Section 12 of the Act which empowers the Commission 
to condition any such sale in terms of prices, fees, and commis- 
sions.!° Under this section, also, all intra-system loans are pro- 
hibited except as conditioned by the Commission and any funds 
paid for retirement of securities or payment of dividends either 
by an operating company or by a holding company can be accom- 
plished only as directed by rule or by order of the Commission.'1 
By indirection, the S.E.C. is given vast discretionary powers over 
financial management under the divestment provision of the Hold- 
ing Company Act. The disposition of holding company assets 
obviously necessitates determination of value and price, and the 
S.E.C. is the final determinant in deciding what is “fair and equit- 
able to the persons affected by such a [divestment] plan.”’12 





8Ibid., Sec. 7(c) (1) (A) and (B), read with Sec. 7(c) (2) (A) and (B). 
*Ibid., Sec. 7(d) (1), (2), (3), (4). 

8] bid., Sec. 10(c) (1). 

®]bid., Sec. 10(e). 
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Administrative Discretion by the S.E.C. 


This evidence is sufficient to establish the fact that the S.E.C. 
does have managerial authority over the financial affairs of the 
utilities under its jurisdiction via the Public Utility Act of 1935. 
It is incumbent on the Commission to administer its statutory 
responsibilities and thus to inject itself into the management of 
the utilities. It does so by rule and by order. Perhaps the prime 
example of management by rule is the well-known Rule U-5013 
which requires competitive bidding for all utility securities 
destined for public sale and derives its authority from the Com- 
mission’s power to regulate prices and underwriting fees in con- 
nection with security sales. 


It is impossible in the time allotted either to the preparation 
or reading of this paper to accomplish a comprehensive survey 
of the S.E.C.’s managerial policies and activities bearing on public 
utility finance. My purpose will be accomplished if I can describe 
a few leading situations with which the Commission has dealt and 
comment on them in a way that will stimulate thought and dis- 
cussion. 


First I would like to present a case which I think typifies the 
managerial attitude of the S.E.C. with respect to utility financial 
structures. Late in 1939 Consumers Power Company filed a 
declaration under Section 7 of the law proposing to sell bonds 
publicly and to sell common stock to its parent, Commonwealth 
and Southern Corporation.14 Section 10 of the Act was involved 
also in Commonwealth’s acquisition of its subsidiary’s common 
stock. In a divided decision of the S.E.C. the right of Consumers 
Power Company to sell all of the requested $28,594,000 of bonds 
was denied; that portion ($18,594,000) designed to refinance an 
existing issue was cleared as an interest-saving refunding opera- 
tion.15 Even the $10,000,000 was technically approved as being 
“for the purpose of financing the declarant as a public-utility com- 
pany,”16 but this additional amount did not pass muster by the 
Commission in the exercise of its managerial judgment that these 
bonds were “necessary or appropriate to the economic and efficient 
operation” of Consumers Power Company.!17 The Commission 





13General Rules and Regulations under the Public Utility Holding Com- 
pany Act of 1935 (U. S. Government Printing Office), 1946. 

14Holding Company Act, Release No. 1854. 

15Public Act No. 333, 74th Congress (PUHC Act); Section 7(c) (2) (A). 

16] bid., Sec. 7(c) (2) (B). 

17] bid., Sec. 7(d) (8). 
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majority decision in this matter rested on the fact that the com- 
pany’s balance sheet debt ratios would be higher than those of 
other utilities, and thus not “appropriate,” and on the further fact 
that since common stock could be sold to raise an equivalent sum, 
the use of bonds was not “necessary.” This was distinctly a 
managerial decision rendered in face of the fact that investment 
bankers stood ready to buy the total amount of bonds at a price 
to cost the company 3.07 per cent per annum, that interest cov- 
erage pro forma would be three times, and that leverage benefits 
would undoubtedly accrue both to preferred and common stock 
because the new funds would be added to a working investment 
which, in 1939, was earning 5.5 per cent on a total pro forma 
capitalization of $255.5 million. 


Dissenting Commissioners!’ did not agree that the $10,000,000 
issue of “new money” bonds was either unnecessary or inappro- 
priate. It is significant that this disagreement serves to emphasize 
the managerial function of the S.E.C.; the arguments presented 
on the matter, if not couched in such formal and legalistic lan- 
guage, would have sounded like arguments among company direc- 
tors in the process of determining financial policy. 


Whether the managerial influence of the S.E.C. on the capital 
structures of utilities under its jurisdiction is consistently sound 
by virtue of its method of testing almost exclusively by balance 
sheet ratios is a serious question. Although the personnel of the 
S.E.C. “board of directors” (Commissioners) has completely 
changed since the days of the case described above, decisions on 
similar matters have been settled by similar reasoning, and we 
find a most recent case clinging to the same standards. In passing 
judgment on the indenture provisions of a bond issue by Duquesne 
Light Company!* the Commission insisted on a change in those 
provisions which would freeze surplus at a figure higher than that 
which the company proposed, thus limiting more restrictively the 
possibilities of future dividend payments. This move was justified 
by the S.E.C. as a means “to protect bondholders against diminu- 
tion of the properties securing the debt’”2° and apparently ignored 
the pro forma fact that bond interest was being earned 5.99 
times.21 





18Healy and Mathews, Commissioners. 
19Holding Company Act, Release No. 7712. 
207 bid., p. 6. 

21] bid., p. 5. 
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All this leads to my conclusion that the S.E.C. places unwar- 
ranted faith in book values of assets and gives insufficient weight 
to real financial ability to pay out on security contracts. It may 
be true that some relationship does exist between the now dehy- 
drated property accounts of operating utilities and expected future 
earnings, but to pretend that those assets have any real value 
beyond their earning capacity is not realistic. Real protection to 
bondholders and real value to stockholders rest squarely on ability 
to pay which in turn depends on earning power. If the S.E.C. is 


correct in setting its “appropriate” capitalization standards in 
terms of ratios of principal amounts to book asset figures at a time 
when money rates are measured by 2.70 per cent to 3.00 per cent 
interest and 3.50 per cent to 4.00 per cent preferred dividends, 
how effective would those standards be, should we return to inter- 
est rates of the nineteen-twenties which might double these con- 
tractual money costs? It is assumed that the S.E.C. is advocating 
conservative standards, but if 50 per cent debt is conservative at 
3 per cent money costs, it cannot be conservative at 6 per cent 
rates. 


It is not my suggestion that the principal amount of debt should 
be ignored in determining what is sound financial management of 
utility capital structures; it is my contention that, in the exercise 
of its discretion, the S.E.C. should take a more realistic view of the 
basic factor of value in utility situations, namely, earnings. If, 
then, the S.E.C. and the utilities wish to preserve those values 
against the deterioration which has characterized railroad securi- 
ties they could better agree to programs of future debt retirement 
in static or contracting situations which would require reduction 
of capitalization from the top down. 


Commissioner McEntire has well put the financial problem of 
public utilities confronted with tremendous needs for capital 
expansion. He reasonably requests that the financing of these 
capital needs be kept on a sound basis.22 It is my hope that man- 
agement by the utilities, by the S.E.C., and by state regulatory 
authorities will measure this soundness by value and not by book 
costs, even though these book figures may have the blessing of 
both the S.E.C. and the Federal Power Commission. At best such 
so-called asset figures are but interesting historical facts; interest, 





22*An Analysis of the Capital Structure of Electric Utilities Yesterday, 
Today and Tomorrow”, Address of Richard B. McEntire, Commissioner, Secur- 
ities and Exchange Commission, before the National Association of Railroad 
and Utilities Commissioners at Boston, Massachusetts, July 17, 1947. 











46 THE JOURNAL OF FINANCE 


dividends and principal will be paid in the future out of funds 
derived from future operations and earnings. 


I have mentioned previously the responsibilities of the S.E.C. 
under Section 10 of the Holding Company Act, the chief of which 
is to exercise its judgment with respect to values of utility securi- 
ties when bought or sold by companies under the Holding Company 
Act jurisdiction of the Commission. In this connection it is inter- 
esting to note that earnings comprise the entire basis for the Com- 
mission’s determination. In September of this year the S.E.C. 
approved the purchase by a registered holding company (Penn- 
sylvania Power and Light Company) of three small operating 
utilities? whose net property “values,” as expressed in terms of 
original cost less depreciation, equaled $492,000. The purchase of 
complete interest in these properties was approved at a base price 
of $675,000, this being 12.2 times the current average net income 
of the combined companies! Apparently value for purchase and 
sale was based on a concept different from that of the value in 
support of corporate securities. This is not an isolated instance, 
but a fair reflection of the S.E.C.’s attitude toward value in such 
cases. In January, 1947, the Commmission approved the sale of a 
gas company whose depreciated original cost was $883,000 at a 
price of $361,000.24 The logic of a decision of this sort is apparent 
in face of the fact that future average earnings, after investing 
$126,000 more capital, were estimated at only $28,000. I trust, 
however, that should occasion arise the Commission would not 
approve $504,500 of bonds, this amount being 50 per cent of the 
net cost including the new investment. 


As a matter of fact I doubt that there are any real grounds for 
distinguishing between “valuation for capitalization” and “valua- 
tion for purchase and sale” in the public utility industry. I can 
think of no business situation where there is greater significance 
in future earning capacity and correspondingly less in historical 
cost when it comes to judging the position of creditors and owners; 
there could be nothing more hapless than a utility without earning 
capacity but with a fancy capitalization based on cost. It is true 
that our utility regulatory system looks largely to cost in the reg- 
ulation of rates and earnings, but regulation operates primarily 
to set a ceiling and not to provide a subsidy in support of earnings. 
The cold economic facts of life in this respect are amply demon- 





*3Holding Company Act, Release No. 7749. 
24Holding Company Act, Release No. 7144 (re sale of gas utility assets 
by New Jersey Power and Light Co.). 
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strated in the history of the interurban railways and perhaps in 
the railroad field. 


Thus in its ventures into the management of utility financial 
structures the Securities and Exchange Commission may be ac- 
cused of some lack of realism and some lack of consistency. It is 
suggested that within its broad administrative powers the Com- 
mission could apply the dictates of sound finance based on the real 
source of economic value, namely, earning power. Capital struc- 
tures fitted to the future earning potentials of utilities could be 
regulated more realistically, and in case of a downward trend of 
future earnings such a basis would prove more flexible and more 
susceptible to a necessary reduction of debt. 


The Problem of Competitive Bidding 


In the short time alloted to this paper I hesitate even to mention 
the words “compulsory competitive bidding.” Yet the imposition . 
of Rule U-50 by the S.E.C. certainly represents a significant inroad 
into the realm of utility financial management. In general this 
rule requires that all securities offered for sale by utilities under 
the Holding Company Act jurisdiction of the S.E.C. shall be sub- 
mitted for competitive bidding, and I would like to provoke some 
discussion on this subject. 


May I raise the question whether competitive bidding is effec- 
tive as a substitute for sound financial management? May I ques- 
tion whether it leads to compliance with that provision of the 
Holding Company Act which stipulates that the interests of inves- 
tors be considered in the process of regulation?25 May I further 
wonder whether the consumers and general public have benefited 
materially from competitive bidding operations? These are ques- 
tions that I raise but do not answer, because I am not completely 
satisfied in my own mind as to the proper reply. 


When I see a series of competitive bids for high-grade utility 
bonds such as that for the Detroit Edison issue of September, 1947, 
and find four offers ranging all the way from a low basis of 2.7243 
per cent to a high of 2.7473 per cent, I wonder “what the heck.” 
Even on $60,000,000 the difference would mean a saving of only 
$13,800 per annum in interest cost, certainly a pittance per share 
on the company’s 10,000,000 common shares outstanding and not 
very much per customer per year for possible division among some 





“5Public Act No. 233, 74th Congress, Section 1(b). 
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85,000 customers. Further, crediting the management of the com- 
pany with more than a modicum of managerial intelligence, I can- 
not but assume that a negotiated sale would have been effected at 
or near the long-term government bond interest rates which were 
prevalent for high-grade utility bonds early in September of 1947. 


From the standpoint of the investor there is nothing in com- 
petitive bidding which protects him from the risks of changing 
money rates inherent in high-grade, low-yield securities. The 
original purchasers of these Detroit Edison bonds, for instance, 
paid $101.125 on a 2.70 per cent yield basis, and on this date 
(November 14, 1947) they see their investment priced at 100 on a 
2.75 per cent yield basis. This represents a loss of 1.125 points on 
the sale value and aggregates a loss of $675,000. Although this 
same or greater loss might have occurred following a negotiated 
sale, I am only emphasizing that the pressure for the last nickel 
resulting from competitive bidding certainly does nothing to mini- 
mize the risk to the investor whose welfare is specifically men- 
tioned in the statute as a charge to the Securities and Exchange 
Commission. 

Coincident with the advent of competitive bidding there has been 
a marked reduction in bankers’ spreads incurred in the distribution 
of utility securities. It should be noted, however, that the down- 
ward trend of spreads had begun before May, 1941, when Rule 
U-50 went into effect. According to the compilation of the S.E.C. 
staff26 the weighted average spread for bonds (secured) in 1936 
was 2.16 points from whence it headed generally downward to 1.70 
points in 1940. Since then the average spread for like securities 
has further declined to a low of .62 points in 1942 and up to .83 
points in 1946. Again, if we can assume some degree of bargain- 
ing skill on the part of utility managements, it is likely that this 
same trend would have developed in negotiated deals under market 
conditions which were increasingly influenced throughout deals 
under market conditions which were increasingly influenced 
throughout this period by direct placements and institutional in- 
vestment demands. Incidentally, it might be noted that a reduc- 
tion of spread from 1.70 to .60 points on a typical thirty-year bond 
issue would approximate a reduction in money cost of .033 (thirty- 
three thousandths) of 1 per cent per annum on an amortized basis. 





26“Security Issues of Gas and Electric Utilities, 1935-46,” Report of 
Public Utilities Division, Securities and Exchange Commission (May 22, 1947). 
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When we move from these considerations affecting high-grade 
bonds to the circumstances surrounding the bidding for lower- 
grade securities such as preferred and common stocks we encounter 
the fact that under uncertain market conditions bids are not always 
forthcoming. So far these cases have been neither numerous ror 
serious, but they do suggest the difficulties inherent in pricing risk 
securities in an unstable market. It seems only natural that the 
processes of valuation of higher risk securities should result in 
wider differences of judgment at all times and at some times so 
little confidence in any judgment that bids might be unjustifiably 
low or completely absent. The Securities and Exchange Commis- 
sion itself so found recently and denied permission for the sale of 
common stock by Interstate Power Company in connection with 
that company’s reorganization plan.27 Interstate received two bids 
for its common stock from an invitation designed to raise $8,635,500 
of equity money; the high bid was $4.05 per share, the low was 
$3.872422. The Commission determined that even the high 
price “would not effectuate a plan which would be fair and equit- 
able to the persons affected thereby.” These bids, incidentally, 
were made by bankers at a time when the Dow Jones utility stock 
average had just passed through 35 along with a general market 
unsettlement (September 7, 1947). 


Therefore, I can only conclude with questions about compulsory 
competitive bidding. Does it guarantee or even tend to assure that 
necessary financing can be consummated at prices and yields that 
are realistic? How can it significantly affect the cost of capital at 
the high-grade security level, if one assumes honest and reasonably 
intelligent utility management? 


Conclusions 


In all, the decade of experience in financial regulation of gas 
and electric utilities by the Securities and Exchange Commission 
as affecting capitalizations, values, and security distribution, can 
not be marked as a period of operation which proves either the 
infallibility of S.E.C. management or even an improvement over _ 
private management. That utility managements have perhaps 
been more widely awakened to their financial responsibilities 
through association with the Public Utility Division of the S.E.C. 
may have been an incidental and beneficial result. These manage- 
ments may have bestirred themselves to improve their financial 





27Holding Company Act, Release No. 7739. 
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status more expeditiously than they might otherwise have done. 

Let us credit the S.E.C. with the origination of a beneficial 
stimulus. But it does not follow that the Commission’s standards 
of financial management have been uniquely or consistently sound. 
As the Commission loses jurisdiction over gas and electric utilities 
I do not fear that financial standards will necessarily deteriorate. 
More do I fear that deterioration of standards may result from 
lack of motivation for management to do its best job under the 
arbitrary and unrealistic concepts born of the regulatory statutes 
and administered by the regulatory commissions. 





DISCUSSION 


JAMES K. HALL: Professor Waterman has directed his attention 
to the financial control exercised by the Securities and Exchange 
Commission over public utilities under the authority of the Public 
Utility Holding Company Act of 1935. He has briefly outlined the 
statutory character of this control and its implementation by the 
S.E.C. He concludes that the Commission not only engages in the 
function of utility financial management, but is compelled to do 
so under the Act. With this we would agree. He appraises a 
decade of S.E.C. control over the finances of the gas and electric 
utilities which come within the purview of the Commission’s au- 
thority. In his judgment decisions of the S.E.C. regarding utility 
capitalizations, values, and security distribution have not proved 
to be of a better order than those of private managements; further, 
that as S.E.C. jurisdictional control recedes deterioration in the 
financial standards of private managements is not to be antici- 
pated. On the other hand, Professor Waterman is prepared to 
credit S.E.C. utility financial control with good moral effect on pri- 
vate managements in making them more aware of their responsi- 
bilities. 

S.E.C. decisions relating to utility capital structures in which, 
apparently, judgments have been formed largely on the basis of 
balance sheet ratios and not on earning capacity are questioned. 
It is Professor Waterman’s view that “the S.E.C. places unwar- 
ranted faith in book values of assets and gives insufficient weight 
to real financial ability to pay out on security contracts.” In sup- 
port of this contention he cites the S.E.C. decision in the Con- 
sumers Power Company case! which involved Sections 7 and 10 





1 Securities and Exchange Commission Decisions and Reports 444 (Dec. 
28, 1989). The Consumers Power Company is an operating public utility with 
its operations confined to the State of Michigan. 
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of the Act, and in which the majority of the Commission disallowed 
the Company’s application to increase net bonded indebtedness by 
$10 million which was to be used for net property additions. The 
total proposed issue of bonds of $28,594,000, of which $18,594,000 
was for refunding purposes and $10,000,000 as a net capital addi- 
tion, was to be distributed at a cost to the Company of 3.07 per 
cent.2, Company earnings for the previous twelve months? indi- 
cated that the interest requirements pro forma on the adjusted 
funded indebtedness would be covered three times, and that cur- 
rent earnings were at a rate of approximately 5.8 per cent on the 
existing capitalization (book value). 


In appraising the managerial judgment of the S.E.C., as repre- 
sented by this case, certain additional facts, it is believed, should 
be noted. The existing ratio of bonded indebtedness to total capi- 
talization (per books) was 51.11 per cent which would be increased 
to 52.32 per cent, pro forma, after the proposed adjustment.* In 
addition, 29.19 per cent of the existing capitalization (per books) 
was in the form of preferred stock.5 The Commission found that 
approximately 80 per cent of the total capitalization would be in 
the form of debt and preferred stock, and 20 per cent in common 
stock and surplus after giving effect to the proposed financing.® 
The ratio of common stock and surplus, following adjustment, was 
found to be approximately 14 per cent of depreciated property 
value, with debt and preferred stock 86 per cent.7 The outstanding 
common stock was entirely owned by Commonwealth and Southern, 
which company under the financing proposal’ was to provide addi- 
tional equity capital in the amount of some $3.5 million.§ 


The majority of the Commission found (1) that “increased 
common stock financing, in substitution for increased debt financ- 
ing, ... [was] easily available’? and at favorable prices, (2) that, 
although fixed interest charges could be met currently without 
difficulty, future earnings (in less prosperous times) might suffer 
sufficient reduction as to create difficulties in servicing the pre- 
ferred stock because of the heavy requirement for bond interest,!° 
(3) that unnecessary financing through bonds instead of stock, 
while providing leverage benefits to common stockholders, estab- 
lishes rigidities in future funding operations as well as in current 





2] bid., p. 448. TIbid., p. 469. 

3Jbid., (period September 30, 1938 SI bid., p. 448, specifically 
to September 30, 1939), p. 450. $3,524,187.50. 

4] bid., p. 449. 9] bid., p. 469. 

5] bid. 10] bid., p. 471. 

6] bid., p. 468. 
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income distribution, and (4) that “the ratio of the common stock 
and surplus of Consumers Power Comuany to its total capitaliza- 
tion is much smaller than the average of such ratios in 177 public 
utility subsidiaries of registered holding companies.11 

It was urged that the Michigan Public Service Commission had 
given its express approval to the proposed bond financing. This 
was not regarded as persuasive by the Commission. 


The S.E.C. decision in the Consumers Power Company case rep- 
resents a more conservative approach to utility financing than that 
of the owners, Commonwealth and Southern. The interest of the 
latter in leverage benefits is, of course, understandable—conse- 
quently the proposal to finance 74 per cent of plant additions and 
betterments from bonds and 26 per cent from common stock. 


It must be admitted that the S.E.C. has attached a high order of 
importance to balance sheet ratios, to the association of financial 
responsibility (ownership) with control—which requires a sub- 
stantial equity investment, and to the protection of bondholders 
as found, i.e., in the maintenance of the equity cushion through 
a freeze on earned surplus!2 and a more conservative proportion- 
ing of bonded indebtedness in the capital structure. Also the 
Commission is conscious of the need for greater flexibility in cap- 
ital structures to make less hazardous the impact of serious reduc- 





11] bid., p. 467. 

12In the Duquesne Light Company case, S.E.C. Release No. 7712 (Sept. 12, 
1947), the Commission, requiring a freeze of earned surplus for protection of 
bondholders, stated: 

“Indenture restrictions on the use of prior accumulated earned surplus are 
designed to protect bondholders against diminution of the properties 
securing the debt and to preserve their rights in the assets of the corpor- 
ation as they existed when the bonds were issued. . . . We note that the 
prior earned surplus of Duquesne subject to the indenture restriction will 
after the instant bond refunding stand at only $4,900,000, an amount 
unusually low for a company which possesses a utility plant valued at 
upwards of $197,500,000, and would be further substantially reduced if 
the company’s contemplated redemption of its preferred stock at a pre- 
mium amounting to $2,750,000 is effected. It is thus likely that the 
amount of earned surplus which will be frozen permanently under the 
indenture as amended will be small. The retention of that amount of 
earned surplus cannot work any hardship on Duquesne and is essential 
to protection of future bondholders. 

“Furthermore, a surplus freeze to at least the extent provided by the 
indenture as amended is particularly oy in the case of Duquesne 
in the light of the extraordinarily liberal dividend policy pursued by the 
company in recent years and the situation underlying that policy. For 
example, in 1944, the company declared 99.9 per cent of net earnings 
available for dividends; in 1945, 103.5 per cent; and in 1946, 100.6 per 
cent. Dividends of such size in the face of the low earned surplus account 
carried by the company are explainable by the existence of the multitude 
of holding company securities which stand above and draw upon the 

dividends paid by Duquesne.” 
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tions in earnings upon the solvency of utilities. The interest of 
consumers in these matters likewise is recognized by the Commis- 
sion. It is not solely a case of the interests of bondholders versus 
stockholders, or of any unfortunate consequences of the pyramid- 
ing of earnings and control resting exclusively with stockholders. 
As we improve the soundness of utility debt investments, provide 
less opportunity for financial manipulations, and increase the 
shock-absorption capacity of utilities the investment attractiveness 
of utility securities is enhanced. These matters relate to utility 
costs and rates, and also to the maintenance of the over-all integ- 
rity of our economic system. 


Professor Waterman emphasizes the importance of earnings as 
the real test to be applied in passing judgment on proposed bond 
issues, the merits of a surplus freeze, and the like. He advocates 
a “more realistic view of the basic factor of value in utility situa- 
tions, namely, earnings,” although granting that “it may be true 
that some relationship does exist between the now dehydrated 
property accounts of operating utilities and expected future earn- 
ings.” 


Some disagreement with the point of view expressed by Pro- 
fessor Waterman must be entered. Operating public utilities are 
presumed to have their earnings regulated even though such regu- 
lation, in an effective sense, currently may go largely by default. 
Recent United States Supreme Court decisions!? apparently grant 
wide latitude to public service commissions in their selection of 
the appropriate measure, or measures, of fair value. Consequent- 
ly, with public service commissions now presumably free to use 
original cost (book value) or prudent investment as the exclusive 
yardstick in determining fair value, should they wish, the book 
property accounts of utilities may take on a new and a more per- 
vasive meaning in rate regulation. It is believed, therefore, that 
the S.E.C. is correct in its proportioning of elements in the capital 
structure to book value (original cost) rather than with reference 
to current earnings which, if excessive, may represent simply 
regulatory ineffectiveness. Regulation, of course, is designed to 
establish only maximum reasonable earnings and does not consti- 
tute any guarantee that the permitted return will be obtained. 
This explains why some utility properties, i.e., urban transit sys- 





13See Federal Power Commission v. Natural Gas Pipeline Co., 315 U. S. 
575 (1942); Federal Power Commission v. Hope Natural Gas Co., 320 U. S. 
591 (1944); and Panhandle Eastern Pipe Line Co. v. Federal Power Commis- 
sion, 324 U. S. 685 (1945). 
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tems and manufactured gas properties, may exchange for sub- 
stantially less than depreciated book value. Apart from the fact 
that the adequacy of the depreciation provision may be questioned 
in such instances, it further emphasizes the fact that the purchase 
of an operating utility property is merely the purchase of income. 


The proportion of debt in the capital structure of a utility, it is 
submitted, should be judged with reference to depreciated book 
value (assuming such value is reasonably representative of real 
assets as adequately depreciated) in the event the utility has a 
high earnings potential; on the other hand, should the earnings po- 
tential be low and insufficient to service depreciated book value the 
proportion of debt in the capital structure should be viewed in rela- 
tion to long-run earnings. 


From our reading of decisions of the S.E.C. we would conclude 
(1) that the Commission has demonstrated, in general, an order 
of management judgment superior to that represented by the util- 
ity management’s as appraised in the light of consumer and credi- 
tor interests, and (2) that the Commission has demonstrated a 
higher standard of performance in the protection of these inter- 
ests than some of our state public service commissions. 


We do not fully share the optimism of Professor Waterman as 
to the maintenance of adequate financial standards as gas and 
electric utilities pass from under S.E.C. control. Instead, we rec- 
ommend continued alertness on the part of the public, and further 
strengthening of our state public service commissions. Private 
utility managements are still conscious of leverage advantages and 
of benefits to be derived in substantial earnings distributions, even 
though at the expense of earned surplus. Unless restrained they 
may be expected to serve these interests, although perhaps in less 
extreme fashion than in the past. A contrary view requires a 
change in our conception of human nature, and in our interpreta- 
tion of the profit-making motivations which underlie business ac- 
tivity. 

EMERY TROXEL: Is Mr. Waterman content to show that the 
S.E.C. has some regulatory limitations, or does he wish to demon- 
strate somehow that private financial management is superior to 
the work of this active, largely fact-minded, but sometimes in- 
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spired commission?! His record of S.E.C. limitations is neither 
startling nor extensively documented. Indeed, either a stronger 
case must be made out against the S.E.C., or this federal control 
looks quite good by comparison with other experiences. For de- 
ficiencies of financial control a hundred or so decisions of scat- 
tered state commissions, or holding-company and other utility- 
company finance before S.E.C. days are more impressive. A pref- 
erence for private management seems to be more suggested than 
declared in the paper. The phraseology here and there and more 
particularly the conclusions contain at least strong hints of the 
preference; an S.E.C. “board of directors,” guided by “arbitrary 
and unreal concepts born of the regulatory statutes,” makes in- 
roads into the private “realm of utility financial management,” 
does not provide “motivation for management,” and fails to fol- 
low the “dictates of sound finance.” At this point I want to ob- 
serve that an outline of the statute, consideration of a few de- 
cisions on capitalization and dividends, some doubts about com- 
petitive bidding, and presumptions of competent private manage- 
ment do not prove the superiority of private management. 


The S.E.C. is, I think, quite strongly devoted to the private 
character and successful financial future of public utility corpora- 
tions, but is not necessarily in accord with the established voting 
authority or leadership of the companies. It takes a broader view 
of the privacy and efficiency of a corporation than managerial in- 
terests sometimes do. Examining a large number of S.E.C. de- 
cisions, I see evidence that the commission is concerned primarily 
with efficient borrowing and investing by electric and gas com- 
panies. Forsaking the expedient behavior that characterized so 
much public utility finance before 1930, the commission takes a 
long view and follows (prescribes) essentially conservative rules. 
Embracing private management and accepting the main outlines 
of corporate law, it seeks a preservation of private business and 
private business values, while consumer prices are largely left out 





1To many persons, who are well indoctrinated in matter-of-fact and imper- 
sonal control, an “inspired” commission implies subjective instead of objective 
choices of means and ends. Perhaps. Yet an enthusiasm for more than obvious 
possible achievements, a venturing beyond established (conventional) or 
“known” bounds of action can be a distinguishing characteristic of a regu- 
lator. This condition is evident in the early, formative, and “New Deal” 
period of the S.E.C.—in the time of such commissioners as Douglas, Frank, 
Healy, Mathews, Henderson, and even Eicher. Now, as more businessmen 
and more traditional administrators become .aembers, the Commission seems 
likely to proceed according to available facts and to accredit well-known rules 
—to become more a clerk than a leader as financial relations between society 
and the gas and electric industries are fixed. 
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of direct account. But the commission does not mean to maintain 
the established division of corporate authority, or the existing dis- 
tribution of capitalization values and earnings. Indeed, as con- 
venient opportunities appear, it means to revise the positions of old 
ownership-management groups, reduce the influences of bankers, 
and otherwise focus attention on the corporation as a whole rather 
than dominating minorities and corporate leadership. Emphasis 
is shifted somewhat from management to the investor. 


The Consumers Power decision? has some characteristics that 
Waterman does not discuss. If it is examined in the total flow of 
the commission’s behavior, this decision, rather than being based 
primarily on a consideration of comparative debt ratios, seems to 
be influenced more by a long view of capital costs, by a low re- 
spect for an established voting authority (the Commonwealth & 
Southern Corporation), and most of all by an available alternative 
in the form of sale of common stock. Furthermore, in so far as I 
know, this is the only time the commission insisted flatly on the 
issuance of common stock. Even the stronger opinion in the El 
Paso case was not followed by evident changes in debt refunding 
policies. Thus, the Consumers Power opinion represents the hope 
rather than the common practice of the S.E.C. It is not repre- 
sentative of the commission’s work, does not typify the “manager- 
ial attitude of S.E.C.” as Waterman thinks (or hopes?) that it does. 


A good deal is made, too, of the surplus freeze in the recent 
Duquesne Light case.4 This decision, admittedly less necessary 
than numerous earlier and quite common restrictions on dividend 
payments,® is not an uncommon restraint. It is simply a conser- 
vative protection for bondholder equity. . 


The old controversy about book or property values versus pros- 
pective earnings as measures of public utility capitalization ap- 
pears in the Waterman paper, but several actual or possible varia- 
tions of regulatory behavior are not distinguished. First, for a 
solvent company the S.E.C. compiles book or property-value data, 
but still allows additional borrowing even when the existing capi- 
talization exceeds the existing book value or original property 





“Re Consumers Power Co., 6 S.E.C. 444 (1939). 

Re El Paso Electric Co., 8 S.E.C. 366 (1944). Cf. the concurring opinion 
of Comr. Frank in Re Southwestern G. & E. Co., 6 S.E.C. 806 (1940). 

4Re Duquesne Light Co. (S.E.C.), Holding Co. Act Release No. 7712 
(Sept. 12, 1947). 

5Elsewhere I have referred to these restrictions: Economics of Public 
Jtilities (Rinehart, New York, 1947), pp. 161-2. 
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cost.6 For the most part the commission accepts past capitaliza- 
tions, and concentrates its attention on efficient current borrowing 
and investing.7 Next, the S.E.C. commonly bases new capitaliza- 
tions on anticipated earnings as it deals with reorganization and 
recapitalization cases. Perhaps the primary defect in this connec- 
tion is the failure to make a close tie-up between price regulation 
and the new capitalization. Third, in a property-acquisition or 
merger case the S.E.C. should not allow a full earnings capitaliza- 
tion if consumer prices, which cannot be disassociated easily from 
capitalization, have any regulatory significance. Otherwise excess 
earnings may be capitalized, and consumers can be denied possible 
price reductions. 


The S.E.C. certainly does not have consistent standards for sell- 
ing prices and capitalization values of property. For instance, 
among the many disinvestment cases, which appear under hold- 
ing-company integration,’ the standard of property value is not 
some cost measure, but what can be obtained. Again the S.E.C. is 
most attentive to investor equity, and usually seeks the maximum 
price from a property sale. And it neglects possible operating 
company losses through required write-offs of excess values,® or 
possible effects on the prices of service from private, rural-coopera- 
tive, or even publicly-owned plants.1° Yet such “market” valua- 
tions apparently satisfy Waterman’s interest in private earnings 
capitalizations—the sort of capitalizations that are not limited by 
price and service consequences among public utility consumers. 


Economies of competitive bidding for securities are not re- 
ducible to the small differences between bids. Nor can the recent 
decreases in security-selling costs be disassociated from competi- 





6For an early conflict within the S.E.C. on property value and capitaliza- 
tion see: Re Central Illinois Gas & Electric Co., 5 S.E.C. 115 (1939). 

7The S.E.C. can scarcely do anything else, unless it wishes to hold up 
borrowing and delay the plant expansion or improvement of numerous com- 
panies until either a recapitalization or reorganization is effected. A policy 
of letting most by-gones be by-gones probably is more efficient than insistence 
on a regular equation of capitalizations to minimum, non-collusive property 
costs. 
8Cf. Economics of Public Utilities, op. cit., pp. 184-5. 

®The S.E.C. requires or cooperates in book value write-offs above the first 
original costs of property. Doing this while at the same time the disinvest- 
ment exchanges of property are authorized at available market prices, the 
commission performs with one hand what it may erase with the other hand. 

10Approving or even requiring property sales at whatever prices can be 
obtained, the S.E.C. increases the costs of public electric service. Necessi- 
tating larger investment —— by rural cooperatives and water-basin 
projects, the commission is working at cross purposes with other parts of 
federal government as it gives primary attention to investor interests and 
peered x ultimate price and service consequences of property exchanges. 
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tive bidding by saying simply that private management has poten- 
tial bargaining competence, and is capable of the same economies. 
Nor can gains (or losses) of such bidding for public utility securi- 
ties be measured exactly because the selling-cost spreads obvious- 
ly cannot be calculated both with and without the rule for the 
same security issues. Yet economies are suggested clearly by the 
large recent decreases in selling costs, and by such general evi- 
dence as complaints and pleas of investment bankers. Difficult 
sales of low-grade securities (a familiar point of argument among 
bankers) or possible advantages of negotiated sales can be handled 
by exemptions from the rule, and are not really a-guments against 
the idea of competitive bidding. Reference to trifling gains may 
accord with the grand financial manner, but any economy has its 
efficiency merit. In any case the competitive-bidding rule is aimed 
at something more than efficient security selling: it reduces the 
managerial influences of investment banking houses. 


Compared with other commissions, the S.E.C. has an excellent 
record of frequent, detailed, and reasonably intelligent regulation. 
Even if important limitations can be seen, it shows less “amiable 
inefficiency” and more vigorous and understanding attention to its 
prescribed functions than nearly all other public utility regulators. 
If this commission should be shorn of its primary powers because 
it is said to lack competency, why not eliminate many other regu- 
lators who know much less of what they are doing? Perhaps the 
answer is simple: the lesser commissions may not be able to put 
effective restraints on private management, and are tolerable be- 
cause they are weak. At any rate I cannot join a declaration of 
abounding faith in powerful private management, and thereby 
favor abandonment of such moderate social controls as the S.E.C. 
now holds and belatedly exercises over public utility finance. I 
choose to hope for improvement of the S.E.C. (or even to take the 
commission as it is) rather than to believe in a high honesty and 
an acute awareness of social responsibility by private utility man- 
agement. 
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